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Foreword 


Many Canadians have expressed concern over the adequacy and fairness of the 
retirement income system. In response to these concerns, the Government of Canada 
is putting forward for discussion and debate a number of proposals for reform. These 
proposals will be referred to a Parliamentary Committee, where all interested parties 
and the public at large will have the opportunity to express their views. 


The government invites all Canadians to study and discuss these suggested 
initiatives, and to recommend ways in which they might be improved. It is only 
through such open debate that the full diversity of circumstances can be taken into 
account and the desirability of the proposals properly judged. 


The government’s first priority is to restore the health of the Canadian economy 
to its full vigour. Some have argued that discussion of pension reform should be post- 
poned until economic recovery is well under way. Confidence in the economy, they 
argue, would deteriorate if the uncertainty of increased pension costs were added to 
the current problems. 


It does not need to be stressed, given the “6 & 5” program, that the Government 
of Canada is acutely aware of the seriousness of the current situation and the need to 
contain costs in the current economic climate. However, pension reform will of 
necessity be a lengthy process because of the time required for consultation, negotia- 
tion, legislation and implementation. Thus, costs arising from pension reform will not 
be felt in the immediate future and will not interfere with the current program of 
economic recovery. Moreover, others have argued that it is in fact an excellent time 
to discuss pension reform, for only when times are tough will sufficient attention be 
paid to the important trade-offs among goals that are involved and, in particular, to 
the costs of potential pension reform initiatives. 


The October economic statement of the Minister of Finance enunciated several 
basic principles of economic management that apply directly to pension reform: 


e The government must continue to practise fiscal responsibility. 

e Victims of the recession must not be abandoned. 

e The private sector must continue to be the primary engine of growth. 

e Consultations must be as broad and effective as possible in the revision and 


improvement of government policies. 


ill 


The Government of Canada believes that discussion of pension reform, guided 
by these principles and conducted in a spirit of openness and co-operation by all 
interested parties, should now directly focus on the proposals in this paper. 


Accordingly, the Government of Canada invites provincial governments, busi- 
ness, labour, women’s groups and other interested parties to participate in achieving 
a consensus vital to all, so that Canadians may look to the future with increased con- 
fidence that they will find security, dignity and fulfillment in retirement. 


Wx ieee Sonne bef — 


Minister of Finance Minister of National 
Health and Welfare 
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Chapter | 


Introduction 


One of the principal goals of any society is to ensure that its citizens are able to 
enjoy fulfilling and constructive lives without undue fear for their basic security. 
With this goal in mind, the Government of Canada has asked business, labour and 
the provinces to join with it in promoting, as an urgent national priority, the creation 
of additional jobs through increased productivity and economic growth. But this 
clear focus on creating jobs for today’s unemployed must not lead to neglect of the 
needs of the elderly, now or in the future. The economic security provided to a 
worker by a job today will have to be provided by an adequate pension tomorrow. 


Over the last 30 years, Canadians have achieved enviable progress in the 
development of their pension system. Through the endeavours of business, labour and 
the federal and provincial governments, a network of public and private pension 
plans has been created that provides Canadians with a substantial level of benefits. 
Yet, despite considerable improvements, many Canadians can still expect a signifi- . 
cant decline in living standards when they retire. In this paper, the Government of 
Canada is putting forward for public discussion proposals for reform of the Canadian 
retirement income system. 


Historically, Canadian pension policy has been shaped by three central goals: 


e to guarantee a basic income for those without resources of their own; 

e to assure fair opportunities for Canadians to provide for their retirement years; 
and 

¢ to enable Canadians to avoid serious disruption in their living standards upon 
retirement. 


In 1927, the Government of Canada’s first public pension legislation — the Old 
Age Pensions Act — was introduced to provide a minimum level of income to senior 
citizens in need. In the early 1950s, the first universal Old Age Security program was 
adopted to give all Canadians a basic retirement income on which they could count. 
In 1957, a concern for fairness toward Canadians who did not have the opportunity 
to participate in pension plans at their place of work led to the introduction of Regis- 
tered Retirement Savings Plans. 


All three of these fundamental goals continued to guide the initiatives of the 
mid-1960s. The Canada and Quebec Pension Plans and the Guaranteed Income Sup- 
plement were adopted, significantly expanding the maintenance of living standards 
and basic income roles of public programs. At the same time, the Government of 
Canada and the provinces co-operated in establishing a uniform system of regulation 
of empioyer-sponsored plans. Within this framework, the growth of 15,000 
employer-sponsored plans reflects the enterprise of business and labour in providing 
better protection for employees. The “umbrella” of uniform regulation has proven to 


be especially important to Canadians, because of the high mobility of the labour 
force and the fact that many pension plans extend to members in more than one 
province. 


All of these measures have contributed greatly to the well-being of elderly 
Canadians. Nonetheless, in light of new economic circumstances, changing attitudes, 
and rapidly evolving social patterns, it is not surprising that Canada’s retirement 
income system is widely recognized to have significant shortcomings. Some of the 
most serious shortcomings are: 


e Some elderly people who are single, particularly single women, have incomes 
that are insufficient. 

e Inflation has eroded the value of employer-sponsored pensions for many Canadi- 
ans who are now retired and has also eroded the value of benefits accumulated 
by employees who are still at work. 

e Many employees will ultimately receive little pension income, even after many 
years of work, because they do not stay in one job long enough to acquire vested 
benefits. 

e Even if vested benefits are acquired, pensions are generally not “portable” when 
an employee changes jobs. 

e A significant number of working people are likely to experience declines in their 
living standards when they retire, in large measure because employer-sponsored 
pension plans are not universally available, because they lack sufficient opportu- 
nity to accumulate retirement savings, or because pension plan benefits are not 
sufficiently large. 

e Women are inequitably treated throughout much of the retirement income sys- 
tem. 


These shortcomings show that pension plans must respond to change in the 
social and economic environment and they must seek to anticipate future trends. 
While pension plans must be sufficiently stable to provide a basis for planning for 
retirement, the retirement income system has not adapted as rapidly as it might have 
to the changing nature of Canadian society. 


In family life, traditional roles and responsibilities have changed dramatically. 
More married women are now earning incomes in their own right. At the same time, 
marriage breakdown has become far more common. On the economic level, inflation 
and a protracted period of low economic growth have added a new dimension of 
uncertainty about the value of savings and pension benefits. 


There has also been a shift in attitudes toward retirement. Not so long ago peo- 
ple worked as long as they could, often until they died. Retirement was regarded as a 
misfortune akin to a disability. Today, most people look upon their later years as an 
agreeable part of life, to be planned for and enjoyed. 


In its evolution and growth, Canada’s retirement income system has reflected an 
evident public desire for a balanced structure — between public pensions and 
employer-sponsored plans, between universal mandatory pensions and the personal 


responsibility of Canadians to provide for their individual retirement needs. Each ele- 
ment in the structure is — and will continue to be — an essential part of the whole. 
If the balance is to be maintained, it is clear that reforms in both public and private 
pension plans are required. 


Before describing the various reform proposals that the government is putting 
forward for discussion and debate, it is important to stress that most of the changes 
that will eventually result from the current reform process will necessarily entail 
increased costs. The government, however, will ensure that these costs are manage- 
able. The impact of pension reform on workers, employers, the pension industry, and 
the economy in general would need to be given careful consideration even in a period 
of economic growth to ensure that it could be absorbed by the economic partners in 
the country without undue disruption. This need becomes more obvious during a 
period of economic difficulty of the sort that Canada is now experiencing. 


The current state of the economy has created an extraordinary situation. This 
led the government in the June 1982 budget to propose serious measures to restrain 
demands on the economy. All Canadians were requested to contribute to this process 
and the elderly were no exception. One of the measures was to limit increases in Old 
Age Security to 6% and 5% in the next two years respectively, although Guaranteed 
Income Supplement payments will be increased sufficiently to offset any shortfall in 
basic Old Age Security benefits for needy pensioners. The current economic program 
is expected to lower inflation to the 6% range. Accordingly, shortfalls in the increases 
in Old Age Security benefits as a result of the 6% and 5% limits should be less severe 
than was commonly expected. 


It may well be asked why, in light of the current economic circumstances, the 
government is proceeding with pension reform now. 


First, the pension issue has been the subject of intensive study across Canada. 
For the last few years, these discussions have been stimulated by such initiatives as 
the report of the federal Task Force on Retirement Income Policy, The Retirement 
Income System in Canada: Problems and Alternative Policies for Reform, published 
in 1979, by the National Pensions Conference held in Ottawa in the spring of 1981, 
and by a host of other studies such as those of the Royal Commission on the Status 
of Pensions in Ontario, the Economic Council of Canada, and the Government of 
Quebec’s study group on pensions (COFIRENTES+). Pension reform has been 
thoroughly examined by the pension industry, by the academic community and by 
the federal and provincial governments. Now the federal government is putting for- 
ward for discussion and debate specific proposals for pension reform and will ask 
Parliament to establish a Committee to consult the Canadian public on these pro- 
posals. The government invites all interested Canadians to review the proposals in 
this paper, to consider them in the light of their particular circumstances, to assess 
the costs and benefits, and to make their views known to the Parliamentary Commit- 


tee. 


Second, pension reform should not interfere with the economic recovery meas- 
ures. Time will be required to allow the Parliamentary Committee to report its find- 


ings. Following this process the federal and provincial governments will have to 
negotiate and legislate changes in pension benefit standards and in the Canada and 
Quebec Pension Plans. Additional time will then be given to plan sponsors to bring 
their pension plans into conformity with the reformed system. 


Given the anticipated length of the pension reform process, the time has now 
come to advance to a more concrete phase of discussion and a definite path for 
reform. The Parliamentary Committee will be asked to submit its report by the end 
of 1983. Negotiations with the provinces and, ultimately, the introduction of 
legislation in Parliament and the provincial legislatures will also be required. 


Through this process of consultation, negotiation, and legislation, the Govern- 
ment of Canada — in co-operation with the provinces, business, labour, women’s 
groups, other interested groups and, most important of all, the general public — is 
determined to achieve better pensions for Canadians. 


Chapter 2 


The Retirement Income System Today 


Canada’s retirement income system consists of three main elements, each a dis- 
tinct and complementary part of the whole. They are: public pensions, which provide 
basic protection for all Canadians; mandatory earnings-related public pension plans, 
which ensure that some retirement income is related to pre-retirement living stand- 
ards; and private arrangements, including employer-sponsored pension plans and 
individual savings of Canadians for their retirement years. 


Governments are involved in more than the administration of public plans, and 
the distribution of benefits. It is their responsibility to regulate employer-sponsored 
plans and, by the provision of tax assistance, to make it easier for Canadians to save 
for retirement. 


Among governments, jurisdiction over pensions is shared. Provincial govern- 
ments are responsible for regulating the employer-sponsored pension plans of about 
90% of the labour force, and the federal government for the remaining 10%. The ° 
Canada Pension Plan was created with the agreement of both levels of government, 
and the legislation establishing the plan provides that amendments to it will only be 
made when a substantial federal-provincial consensus exists. Quebec administers the 
parallel Quebec Pension Plan. The Government of Canada plays an additional role 
through the Old Age Security Act, and the Income Tax Act which sets rules for 
employer-sponsored pension plans as well as Registered Retirement Savings Plans. 


Under the new Canadian Constitution, as under the British North America Act, 
both the federal and provincial governments may establish old age pension programs, 
but no federal law may affect the operation of a provincial law in this area. 


Through federal-provincial co-operation, together with the involvement of busi- 
ness and labour, Canada has been able to build a pension system that is substantially 
uniform throughout the country. Its main elements are Old Age Security, earnings- 
related public pensions, employer-sponsored plans and private savings arrangements, 
and programs for those with little income of their own. Each of these is described 
below. 


Old Age Security 


The foundation for all retirement income is the federal Old Age Security pen- 
sion (OAS). It provides every resident of Canada, as a matter of right, with a flat 
rate benefit at age 65 based on years of residence in Canada. It is indexed to account 
for inflation, though increases will be limited to 6% and 5% over the next two years, 
respectively, because of the need for everyone to contribute to the economic recovery 


program. 


In 1982, payments averaged $238 per month, or $2,842 per year — an amount 
equivalent to 14% of the average industrial wage. Total payments, financed out of 
general revenues of the Government of Canada, were $5.9 billion in 1981 and went 
to 2.3 million recipients, 57% of whom were women. 


Earnings-related Public Pensions 


A second major public program is the Canada Pension Plan (CPP) and the par- 
allel Quebec Pension Plan (QPP). They are mandatory public plans which guarantee 
a pension income at age 65 equal to 25% of a contributor’s average previous earn- 
ings, up to a ceiling. The ceiling originally was equal to the average industrial wage, 
but has fallen because of inflation to about 80% of that level. It is legislated to return 
gradually to its intended level. (In 1982, the average industrial wage was just over 
$20,000.) 


In 1982, the maximum retirement benefit payable by the CPP or QPP was $308 
per month, or $3,692 per year. Total retirement payments were $2.5 billion and went 
to 1.1 million recipients in 1981. While 32% of recipients were women, they received 
25% of all retirement benefits. 


The Canada and Quebec Pension Plans also pay survivor, orphan, disability and 
death benefits. Almost all of these benefits, including retirement benefits, are 
automatically indexed. The survivor, orphan, disability and death benefit payments 
in 1981 totalled $1.2 billion, and 62% of these benefits went to women. 


Benefits are financed by contributions made by, and on behalf of, 10 million 
employees and by | million people who are self-employed. Of the 11 million con- 
tributors, approximately 40% were women. The contribution rate is now 3.6% of cov- 
ered earnings, divided equally between employer and employee. 


Because the Canada and Quebec Pension Plans were introduced only fairly 
recently (1966), they have not yet matured in the sense that not everyone over age 65 
has been able to qualify for full benefits. As the plans mature, the sum of the benefits 
paid will increase, necessitating a gradual contribution rate increase to the 8-10% 
range during the next 40 to 50 years. 


Employer-sponsored Plans and Private Arrangements 


In 1980, 4.5 million Canadians — 3.1 million men and 1.4 million women — 
belonged to the 15,000 employer-sponsored pension plans that exist in Canada. 
Almost half of these plan members (2 million) worked for public sector employers. 


The vast majority of plan members in both public and private sectors (94% of 
all members) were in defined benefit plans —— plans in which each year of service 
generates entitlement to a specified portion of the pension after retirement. For 
example, data for 1980 show that a typical flat benefit plan gives rise to a monthly 
pension of a fixed dollar amount in the order of $12.50 multiplied by the number of 


years of pensionable service. Such flat benefit plans covered nearly 1 million 
employees in 1980, virtually all in the private sector, and were almost ali fully paid 
for by employers. 


All other defined benefit plans provide pensions based on a specified fraction of 
pre-retirement earnings for each year of pensionable service. This fraction is called 
the unit benefit, and its value depends on the way pre-retirement earnings are mea- 
sured — final average, best average, or career average earnings. For example, a typi- 
cal public sector pension would be an annual amount equal to 2% of final average 
earnings multiplied by the number of years of pensionable service, subject to certain 
limits on the size of pensions that may be paid. Employees normally contribute 6.5- 
7.5% of pay for these benefits, with similar amounts paid by their employers. Private 
sector unit benefit plans tend to be smaller both in terms of benefits and contribu- 
tions. 


The remaining 6% of pension plan members belong primarily to money pur- 
chase or defined contribution pension plans. In these plans both the employer and the 
employee usually contribute a fixed percentage of salary to the plan; 5% of pay is the 
most common contribution rate. The contributions are invested each year and at 
retirement the accumulated contributions plus investment yields are used to purchase - 
a life annuity. 


Along with benefits accumulated in pension plans, private retirement savings 
play a large role in the arrangements individuals make to provide security for their 
retirement. In 1980, 2 million Canadians contributed to Registered Retirement Sav- 
ings Plans (RRSPs); almost a third of these contributors were women. Contributions 
up to $3,500 are allowed if the contributor belongs to an employer-sponsored pension 
plan and up to $5,500 if he or she is not a plan member. RRSPs help individual 
Canadians to build up larger amounts for retirement than they would be able to do 
otherwise. 


These voluntary pension arrangements are greatly facilitated by tax assistance. 
Contributions to pension plans and RRSPs are tax-deductible and the investment 
income earned in these plans is not taxed until withdrawn. These tax provisions post- 
pone federal and provincial income tax and in 1982 the value of this tax-deferral 
amounted to about $5 billion. 


A range of tax incentives also encourages other kinds of personal investment, 
such as the purchase of shares of Canadian companies. These investments are an 
important source of income for some elderly. 


For many Canadians equity acquired by home ownership is a principal element 
in planning for retirement. Some of the elderly also continue to receive income from 


employment. 


Other private arrangements involve informal transfers from children to parents, 
as well as from parents to children. There are no sound data from which reliable esti- 
mates can be derived of the size or even the overall direction of these traditional 


flows of resources, although they may be becoming less important than they were 
previously. 


Programs for Those With Little Income of Their Own 


People who are able to participate in employer-sponsored pension plans or con- 
tribute to RRSPs often have sufficient retirement income. However, many others 
find themselves with little or no income in retirement. For these elderly Canadians, a 
network of federal and provincial programs provide a minimum guaranteed level of 
income. By far the most important is the Government of Canada’s Guaranteed 
Income Supplement (GIS). In 1982, through the OAS and GIS combined, elderly 
couples were assured a basic minimum income of $10,084 and single people an 
income of $5,695. More than half of Canadians aged 65 and older — 480,000 men 
and 740,000 women — received full or partial GIS payments. In 1981, the Govern- 
ment of Canada disbursed $2.2 billion in GIS payments from its general revenues. 


During the next two years, to make up for the capping of OAS indexing, the 
GIS payments will be increased more rapidly than inflation. This will make up for 
any shortfall in the increase in basic OAS benefits that GIS recipients might suffer. 


Six provincial governments and the Governments of the Yukon and the North- 
west Territories provide additional supplements to some of those receiving the GIS. 
However, it should be noted that the GIS and the provincial supplements are 
income-tested, which reduces the benefits for recipients who have incomes from 
other sources. 


There is other assistance for those who need it. Housing allowances are provided 
by the federal and provincial governments and federal-provincial welfare arrange- 
ments ensure that those with particular needs receive such goods and services as free 
drugs and meals-on-wheels. Voluntary agencies also provide considerable assistance 
to the elderly, particularly in the form of needed services. 


The Relative Importance to the Elderly of Various 
Income Sources 


Chart I summarizes the relative importance of each main source of income 
received by elderly Canadians in 1979. The average income of elderly men and 
women was $10,062 and $5,983 respectively. 


OAS at 25% and GIS at 8% together represented over one-third of the income 
of the elderly. This proportion was significantly higher for elderly women — 45%. 


The Canada and Quebec Pension Plans accounted for about 8% of total income 
though, as already noted, this proportion is expected to increase as the plans mature. 
Benefits from these plans as a proportion of income were twice as great for men as 
for women. 


Employer-sponsored pension plans and annuity income accounted for over 12% 
of the total income of the elderly in 1979. 


Investment was a major income source for the elderly, accounting for 33% of 
total income. However, income from this source tends to be concentrated among a 
small proportion of higher income individuals. Over 40% of all the investment 
income of the elderly accrued to the wealthiest 4%. When the wealthiest 4% of the 
elderly population is excluded — those with reported incomes over $25,000 in 1979 
— the share from investment income for the remaining 96% of the elderly income 
drops to about 25%. 


It is important to note that investment income is overstated due to inflation. A 
large element of reported investment income represents “inflationary earnings” — 
amounts paid on investments to compensate for the reduction in the purchasing 
power of the underlying assets. If rough account is taken of this phenomenon, and 
the wealthiest 4% of the elderly are excluded, the relative importance of investment 
income for the vast majority of the elderly drops to about 15%. This is shown in the 
right hand column of Chart I. 


Finally, about 15% of the elderly — some 300,000 persons — received some 
income from employment in 1979. This income amounted to 12% of total income of 
the elderly. 
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Chapter 3 
Why Reform is Needed 


Three main principles underlie the legislation currently governing the Canadian 
pension system. The Government of Canada believes that these same principles 
should continue to provide the basis for reform. Simply stated, they are: 


¢ Elderly Canadians should be guaranteed a reasonable minimum income. 

¢ The opportunities and arrangements available to Canadians to provide for their 
retirement should be fair. 

¢ Canadians should be able to avoid serious disruption of their pre-retirement liv- 
ing standards upon retirement. 


Elderly Canadians Should be Guaranteed a Reasonable 
Minimum Income 


The principle is straightforward and so is the responsibility. Government pro- 
grams must provide a minimum guaranteed annual income for elderly Canadians, 
regardless of their previous work histories. 


This need is not being fully met now. With recent improvements in benefit lev- 
els, the federal programs are sufficient to provide most elderly couples with at least 
an acceptable minimum income. However, benefits for single people receiving only 
OAS/GIS and no other assistance are inadequate for those living alone in some parts 
of the country. Although certain provinces supplement the federal GIS payments, 
some of the elderly, particularly women, must still contend with inadequate income 
levels. 


A further difficulty is that in most of the provinces which provide supplements 
to the GIS, income-testing causes many recipients to lose up to $1.00 in benefits for 
every dollar they receive of other income — a $0.50 reduction in GIS benefits and a 
further $0.50 reduction in provincial benefits — over certain income ranges. In 
effect, this stacking of two large reductions amounts to an excessive rate of taxation 
for people who can least afford it. 


The Opportunities and Arrangements Available to 
Canadians to Provide for Retirement Should be Fair 


Because of the variety and complexity of arrangements available to people for 
retirement saving, governments should ensure that individual Canadians are treated 


fairly. 


The first implication of this principle is the need for a high degree of uniformity 
across Canada in the opportunities, programs and guarantees that provide retirement 
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income. In the absence of such uniformity, artificial barriers are erected that are 
unfair to Canadians who wish to move from one jurisdiction to another. 


Another major implication of this principle is that credits in employer-sponsored 
pension plans should be regarded in the light of contemporary attitudes. To be fair, 
the pension system must recognize that such credits are earned by employees as 
deferred compensation. Pensions can no longer be regarded as rewards given by 
employers for long and faithful service. Pension credits — the promise of the plan 
sponsor to pay future benefits — should be considered as assets belonging to 
employees who are entitled to a reasonable return on this investment. This does not, 
by itself, imply that employees should control the funds which back up the 
employer’s promise as it is normally the employer who runs much of the risk of poor 
investment performance. 


A third aspect of fairness concerns the rights of spouses. Since both spouses 
share in the sacrifices made to accumulate pension assets during working years and 
both are intended to benefit from these assets, each has a right to share such assets. 
This view of pension assets is in accord with recent reforms in provincial family law 
which recognize marriage as an equal partnership. 


A fourth aspect is that all Canadians should be treated fairly in the tax-assisted 
savings opportunities available to them. The amount of retirement saving that quali- 
fies for tax assistance should not depend unduly on the particular type of pension 
plan an employer offers or on the career pattern of an individual’s earnings. 


Measured by the principle of fairness, it is clear that there are deficiencies in the 
earnings-related elements of the Canadian retirement income system — in employer- 
sponsored pension plans, in the vehicles available for individual savings, and in the 
Canada and Quebec Pension Plans. 


Employer-sponsored Pension Plans 


There have been significant improvements in employer-sponsored plans over the 
last 15 years. Indeed, many plan sponsors exceed the minimum standards now set by 
government regulation. Nevertheless, three shortcomings stand out. 


First, Canadians entitled to pensions are finding the value of these pensions 
eroded by inflation. Few plans provide automatic cost-of-living increases, though 
many employers make ad hoc increases from time to time which partially offset 
inflation. In recent years many employer-sponsored plans have earned relatively high 
returns on pension fund investments as a result of inflation. These relatively high 
returns were not anticipated in the actuarial valuation of the plan and would nor- 
mally have resulted in surpluses accumulated within the plan. An appropriate 
response would have been to apply at least part of these higher returns to the provi- 
sion of inilation protection for benefits — both those already earned by active plan 
members and, particularly in the case of returns on pension funds held on behalf of 
retired plan members, to pensioners. To a large extent, however, these higher returns 
have been used for other purposes — to increase the size of unit benefits for active as 


es 


opposed to retired plan members, or to lower employer contributions to pension 
plans. 


Second, belonging to an employer-sponsored plan does not necessarily mean that 
an employee will ultimately receive a pension. Employees often lose pension rights if 
they change employers or if they leave their jobs before retirement. Their own contri- 
butions may be returned, but often with interest at a rate substantially below what 
could have been earned elsewhere. They also forfeit some or all of the benefits based 
on contributions made on their behalf by the employer. If they belonged to a pension 
plan where the employer made all the contributions, they may receive nothing at all. 
This problem is particularly serious because of Canada’s high labour mobility, a 
mobility that not only serves Canadians individually but is vital to a healthy 
economy. 


Finally, pension problems are worse for women. Women are often in jobs where 
they are less likely to be offered pension plan coverage. Women who are covered by 
pension plans are more likely to lose any pension benefits they may have 
accumulated because they change employers more frequently than men. Many pen- 
sion plans do not provide adequate survivor benefits and few married women benefit 
from the pension credits of their spouses upon marriage breakdown. As the cumula- 
tive result of such shortcomings, many women spend at least some of their retirement 
years with insufficient income. 


Tax Assistance 


There is another shortcoming in the regulation of the current pension system. 
The variety of limits on tax-deductible contributions to RRSPs, employer-sponsored 
pension plans and deferred profit-sharing plans create inequities among people in 
otherwise similar situations. For example, two older employees could each be earning 
the same salary but have quite different access to tax assistance for retirement sav- 
ings. One employee whose employer did not have a pension plan could make a tax- 
deductible contribution to an RRSP up to a maximum of $5,500 in a year. In that 
same year, however, tax-deductible employer contributions to a non-contributory 
defined benefit pension plan made on behalf of the second employee could generate a 
fully-indexed pension benefit for life of up to $1,700 per year. The employee would 
also be able to contribute up to $3,500 to an RRSP. A fully-indexed annuity of 
$1,700 per year, including survivor benefit, would cost about $26,000 to purchase. 
This second employee, therefore, could have up to $30,000 worth of tax-assisted ben- 
efits in a single year — an effective annual contribution far in excess of the $5,500 
maximum allowed the first employee. 


As well, the current annual limits on tax deductible contributions do not accom- 
modate adequately many individuals who have fluctuating incomes over their work- 
ing years. These include the self-employed and, in particular, women who often leave 
the paid labour force for extended periods of time in order to care for their children. 
At the same time, members of defined benefit pension plans can, to varying degrees, 
avoid such difficulties by acquiring new or enriched past service credits retroactively. 
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As a result, tax-sheltered retirement savings worth well in excess of $1 million 
are possible for a well-paid individual who belongs to a pension plan with maximum 
allowed benefits, while a person who is not a member of a pension plan, who is late in 
starting to save for retirement, or who is able to save only intermittently, will be able 
to accumulate much more limited amounts on a tax-assisted basis. This situation 
raises questions both of fairness and of the maximum retirement savings that should 
qualify for tax assistance. 


A related problem concerning RRSPs and money purchase pension plans is that 
men and women who have saved the same amount of money to purchase an annuity 
will not receive the same level of benefits in each year of retirement. Life annuities 
for women are more expensive because, on the average, women live longer. In con- 
trast, defined benefit pension plans, which cover 94% of all plan members, do not 
make a differentiation between sexes. 


The Canada and Quebec Pension Plans 


Though the larger problems of fairness lie with the regulation and structure of 
employer-sponsored pension plans and tax assistance for retirement saving, the 
Canada and Quebec Pension Plans have deficiencies as well. 


The Canada and Quebec Pension Plans have not been immune to the problems 
created by inflation even though benefits are fully indexed. Maximum earnings cov- 
ered by these plans were originally equal to the average industrial wage, but since 
have fallen to about 80% of average wages. Until 1973, maximum covered earnings 
could increase by only 2% per year. A catch-up formula put in place in 1974 has not 
been adequate to cope with subsequent rates of wage growth, although the “6 & 5” 
program could narrow the gap that now exists earlier than expected. 


A second flaw in the Canada Pension Plan is that workers who leave the labour 
force to raise children forego not only current earnings but also the opportunity to 
accrue retirement benefits. To deal with this problem, a “child-rearing drop-out 
provision” has been designed for the CPP. Under this provision, contributors would 
be entitled to drop from their contributory period those years spent out of the labour 
force raising children under seven years of age. In effect, these years of nil or low 
earnings would not result in a reduced CPP retirement pension. The Government of 
Quebec has already put this desirable provision into effect in the QPP. While the 
provision has obtained the approval of the Parliament of Canada and nine provincial 
governments, and is now contained in the CPP legislation, it is not in force because 
Ontario has still not approved the measure. Because implementation requires the 
agreement of two-thirds of the provinces with two-thirds of the population, Ontario 
has an effective veto. 


Another aspect of the Canada and Quebec Pension Plans that has been the sub- 
ject of some criticism is the treatment of spouses — homemakers in particular. 
Under the current benefit structure, spouses at home, usually female, are treated as 
dependents. This attitude is incompatible with the contemporary view of spouses as 
economic partners who share in the development of pension assets, and who should 
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also share in the protection provided by those assets. The situation is clearly 
illuminated by a key statistic — women, who comprise over half of the elderly, 
received only one-third of Canada and Quebec Pension Plan benefits in 1979. 


Three issues require further discussion in this connection. As matters stand, the 
spouse at home, usually the female spouse: 


* has no personal CPP/QPP pension at age 65; 

e has no pension rights in the event of becoming seriously disabled; 

¢ faces a complex set of rules governing survivor benefits which, depending on his 
or her age, subsequent marital status, and the presence or absence of children, 
could reduce or eliminate any benefit entitlements. 


As a result, the treatment of spouses under the current benefit structure needs 
to be reviewed to determine whether changes are required and, if so, what they 
should be. 


To summarize, there are significant problems of fairness in the existing pension 
arrangements for individual Canadians — employer-sponsored pension plans, access 
to tax-assisted retirement savings, and the Canada and Quebec Pension Plans. 


Intergenerational Equity 


More broadly, there are questions of fairness that focus not on individuals but 
on generations. This concern has been expressed in a variety of ways, but perhaps 
most commonly as the view that today’s generation should not place an undue bur- 
den on future generations through the pension arrangements it establishes. There are 
two guiding considerations that help to determine whether pension arrangements run 
such a risk. First, the current working-age generation should bequeath sufficient 
means — social capital, resources, and productive capacity — to succeeding genera- 
tions to ensure that accrued pension entitlements will not be excessive in relation to 
national output. Thus, pension reform initiatives should be compatible with the long 
term objective of economic growth. Second, the current generation shoula treat the 
elderly today at least as well as it expects to be treated by future generations. Pen- 
sion reforms that improve future benefits of the current working-age generation 
should also provide some improved benefits for the elderly of today. 


By adopting these principles the current working-age generation establishes a 
claim to future pension benefits. Although laws can always be amended by future 
Parliaments and provincial legislatures, future generations of voters and law makers 
should find pension arrangements based on these principles in their interest to 


uphold. 


A major factor associated with equity between generations is the aging of the 
population. Canada now has a relatively young population. But Table I shows that 
this will change significantly over the next 50 years; the ratio of those over age 65 to 
the working-age population is expected to double in this span. As a result, pension 
costs may also double in relation to the gross national product. 
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However, the Government of Canada believes the increased pension costs result- 
ing from an aging population will be manageable, considering the development of the 
economy over the same period. Moreover, as Table I shows, there will be an offset- 
ting decline in both public and private costs resulting from the smaller proportion of 
the young who will be dependent on the working age population; in 2031 the ratio of 
those over age 65 and those under age 18 to the working-age population will not be 
much greater than in 1981 and considerably less than in 1961. 


Table | 


Projected Ratios of the Elderly and the Elderly 
plus Young Populations to the Prime Working 
Age Population* 


Ratio of Elderly Ratio of Elderly 
Population to Working and Young Populations to 
Year Age Population Working Age Population 
1961 14% 87% 
1981 15% 60% 
2001 18% 55% 
2031 34% 67% 


*The elderly are defined as those aged 65 and over; the young are defined as those under 18. 


Based on Statistics Canada Population Projection No. 3. 


The issue of fairness between generations and increasing costs is often raised in 
the context of financing the Canada and Quebec Pension plans. Because contribution 
rates for the CPP and QPP must rise, many Canadians mistakenly fear that future 
generations will be unable to support the costs, with the result that these plans will 
become bankrupt. This is not the case. When the Canada and Quebec Pension Plans 
were originally conceived, initial contribution rates were deliberately set at a level 
lower than necessary to finance the plans’ benefits in the long term. This strategy of 
partial funding was judged to be in the best economic interest of Canadians, given 
the effects on savings, economic growth, and capital markets. It was clearly intended 
that contribution rates be reviewed and raised later, as necessary, to maintain ben- 
efits. These cost increases, it was foreseen, would be gradual and would not be unfair 
to future generations. Nevertheless, the establishment of a long-term schedule of 
contribution rates for the Canada and Quebec Pension Plans would now appear to be 
desirable. 


It is clear, therefore, that careful consideration will have to be given to the long- 
term costs associated with any expansion of the pension system, given the large 
increase in the cost of the current system that will emerge simply from the aging of 
the population. 
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Canadians Should be Able to Avoid Serious Disruption 
of their Pre-retirement Living Standards Upon 
Retirement 


Most Canadians would ideally like to be able to arrange their affairs in order to 
avoid a significant drop in living standards after retirement. To help Canadians 
achieve this objective, governments have instituted the array of programs, regula- 
tions, and incentives described above. Of prime importance to this goal are the flat 
rate Old Age Security pension and the mandatory earnings-related Canada and Que- 
bec Pension Plans which cover all workers. Underlying these arrangements is broad 
public support for national programs that require individuals to provide, to some 
extent at least, for their own retirement and not rely completely on government 
transfers. 


It is obviously no easy matter to plan for retirement. People are simply unable to 
predict their earnings and savings opportunities over the span of a lifetime, whether 
they will marry or divorce, or, for that matter, how long they will live. But even if 
such things were foreseeable, it is not possible to take into account major social and 
economic factors that reduce an individual’s ability to put any plan into effect. For 
example, most Canadians retiring this year would have entered the labour force in 
the midst of the Great Depression (possibly in another country), experienced World 
War II, the Korean War period, the economic boom of the 1950s and 1960s, and the 
effects of inflation and slower growth in the 1970s and 1980s. It is not surprising that 
a majority of people postpone retirement planning until it is too late. 


Moreover, given the daily problems of meeting basic living costs, many people 
simply are unable to set much aside for old age even if they want to do so. Faced 
with pressing short-term needs, their longer-term requirements often receive less 
attention. Many have tried to deal with this problem by forcing themselves to save — 
for example, through life insurance or perhaps less consciously by taking out a home 
mortgage. They also have dealt with the problem collectively by negotiating pension 
plans at work and by seeking adequate public pension plans. This need to have some 
basic provisions for retirement is the reason why all western democratic govern- 
ments, with popular support, have introduced mandatory pension plans which guar- 
antee a measure of earnings-related retirement income. 


When the current mandatory pension plans — the Canada and Quebec Pension 
Plans — were established, they were designed to leave a considerable gap to be filled 
by employer-sponsored pension plans and individual savings. This was in accord with 
the views of most Canadians that there should be flexibility in the pension system 
and room for personal initiative. In effect, the question of whether mandatory pen- 
sion arrangements should be expanded explores whether this gap should become 
smaller so that Canadians will be better able to avoid disruption of their pre-retire- 
ment living standards through individual saving and private arrangements. 


In assessing this question, it is necessary to note that the Canadian pension sys- 
tem is still maturing. The Canada and Quebec Pension Plans were introduced only 
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17 years ago. Since that time, worker coverage by employer-sponsored pension plans 
has continued to increase and the plans themselves have been improved. As well, 
labour force participation of women has increased, which will result in more women 
becoming entitled to Canada and Quebec Pension Plan benefits and employer-spon- 
sored pensions. In the 1970’s, contributions to RRSPs became significant. The full 
impact of these advances will only be felt with time. There is no doubt that, in future, 
average pensioners will come closer to avoiding serious declines in their living stand- 
ards than they do now, assuming that OAS continues to play the same relative role 
within the retirement income system. 


Despite the maturation of the retirement income system, significant numbers of 
middle-income households can expect a decline in living standards after retirement 
(i.e. a decline in net disposable income after taking account of taxes, government 
transfers, savings, etc.). There are two main reasons for this. The first is the incom- 
plete coverage of workers by employer-sponsored pension plans; the second is the 
uneven distribution of private savings. 


Charts II and III illustrate the extent to which men and women are covered by 
an employer-sponsored pension plan and/or an RRSP. Chart II shows that, in 1979, 
3.5 million men and 1.7 million women of all ages — respectively 55% and 41% of all 
male and female contributors to the Canada and Quebec Pension Plans — were cov- 
ered by an employer-sponsored pension plan or contributed to an RRSP. This leaves 
1.8 million men and 3.4 million women who were not covered by an employer-spon- 
sored pension plan and did not make RRSP contributions. 


Younger income earners under age 25 had the least coverage. A common view is 
that this lack of coverage is not a major problem. Such a perspective, however, may 
understate the desirability of building up pension entitlement during any period of 
participation in the labour force, particularly for women whose participation is 
reduced during child-rearing years. 


Even among prime working age groups, significant gaps in coverage remain. 
Chart III shows that the largest groups of people aged 25-64 with no employer-spon- 
sored pension plan and no RRSP contributions were female workers in the private 
sector who earn less than the average wage, and male workers in the private sector 
earning up to 1.5 times the average wage. In 1979, just over one million women earn- 
ing less than the average wage in the private sector did not contribute to an RRSP 
and had no pension protection other than from the Canada and Quebec Pension 
Plans. Similarly, some 593,000 men earning less than the average wage and 470,000 
men earning between 1.0 and 1.5 times the average wage neither belonged to 
employer-sponsored pension plans nor made contributions to RRSPs. 


Chart III also shows that low-income earners are generally less likely to be cov- 
ered by an employer-sponsored pension plan or RRSP. Some have argued that cover- 
age of low-income earners is not really a problem since they can expect to maintain 
fully their pre-retirement living standards because of relatively large OAS and GIS 
benefits. In their view, the coverage issue in pension reform is primarily the concern 
of middle-income Canadians. This argument may have some validity when applied to 
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chronically low-income single-earner couples or unattached individuals, but it cannot 
be applied to low-income earners in general. Many low-income earners have higher 
earnings during other phases of their working careers or belong to middle-income 
couples — 60% of middle-income couples have two earners. For these couples, OAS, 
CPP, and GIS may not be sufficient by themselves to prevent significant declines in 
the couples’ living standards as GIS benefits are based on the couples’ joint income. 
Thus, even if pension reform were primarily the concern of middle-income Canadi- 
ans, this does not mean low-income earners can be ignored. Some argue further that 
even if low-income single-earner couples can maintain fully their pre-retirement liv- 
ing standards through public programs, Canadians generally wish to receive pensions 
as a matter of entitlement — pensions to which they have contributed throughout 
their lives — and do not wish to be dependent upon GIS. 


The self-employed did not contribute to RRSPs as often as might be expected. 
Of the almost one million self-employed men and women who contributed to the 
Canada or Quebec Pension Plan in 1979, over 720,000 did not make a contribution 
to an RRSP that same year. 


A final point on these coverage data should be noted. There has been little or no 
increase in coverage by employer-sponsored pension plans over the last several years. 
While the percentage of employed paid workers who were covered increased from 
42% in 1970 to 47.9% in 1978, it dropped marginally to 47.7% in 1980. 


Public debate has focused on these coverage data, which may be characterized 
aS point-in-time coverage. This measure of coverage, however, has some fundamental 
difficulties. Point-in-time coverage does not take into account whether the pensions 
being accrued will be forfeited due to inadequate vesting rules or, if vested, whether 
they will retain a reasonable value in the face of inflation. They make no distinction 
between generous pension plans and those with poor benefits, nor do they distinguish 
between small and large amounts of RRSP contributions. They also do not indicate 
the extent or adequacy of survivor pensions. These factors mean that the point-in- 
time coverage revealed by Charts II and HI, while an important indicator, does not 
provide a complete measure of the adequacy of the overall system. 


What is required is a measure of lifetime coverage, that is, the expected benefits 
from employer-sponsored pension plans upon retirement. In turn, these benefits 
depend on the average size of pension plans and rates of job mobility as well as point- 
in-time coverage. It is estimated that over half of middle-income couples and 
individuals will, over their working careers, be unable to build up employer-spon- 
sored pensions, with adequate inflation protection and survivor benefits, to replace 
more than 10% of pre-retirement earnings. Even if employer-sponsored pension plans 
provided inflation protection and earlier vesting, 30-40% of all middle-income cou- 
ples and individuals would still not accrue pension entitlements replacing at least 
10% of their pre-retirement earnings. 


A second key factor leading to a decline in living standards for many middle 
income Canadians upon retirement is that individual savings, including those in 
RRSPs, are very unevenly distributed. At present, 4% of the elderly have over 40% 
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CHART II 
Pension Plan Coverage, 1979 
by Sex and Age 
(millions of individuals) 


All CPP/OPP 
Contributors 


Age Percent Members of 
Range Covered Pension Plans* 

- A 
18-24 35 Males 
25-44 58.6 
45-64 65.2 
18-64 55.4 

Females 
18-24 25.9 
25-44 46.2 
45-64 49.5 
18-64 41.2 
Both Sexes 

18-64 49.9 


(millions of individuals) 


*CPP/QPP contributors who were also members of employer — sponsored pension plans and/or RRSP 
contributors. 
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of the investment income. This pattern is not expected to change significantly over 
time. In terms of the contribution that personal investment income will likely make 
to the maintenance of living standards, it is estimated that over half of current mid- 
dle-age, middle-income couples and individuals will have insufficient savings at 
retirement to replace more than 5% of pre-retirement earnings. In other words, if an 
individual or couple used all the savings they had accumulated up to the time of 
retirement to purchase a fully indexed joint and survivor annuity, over half could not 
afford an annuity whose payments were more than 5% of their earnings prior to 
retirement. Only about one-fifth would have sufficient savings to replace over 15% of 
pre-retirement earnings. 


The other major component of household wealth, in addition to pension assets 
and savings, is owner-occupied housing — about three-quarters of middle-income 
individuals and couples entering retirement own a house. There is considerable con- 
troversy as to how home ownership should be treated in the context of pension policy. 
Not everyone thinks of a house as part of their retirement saving, but for people just 
entering retirement the value of a house, net of any outstanding mortgage, is about 
equal to their other savings. Thus, what is assumed about the use of owner-occupied 
housing during retirement can have a significant effect on the perceived adequacy of 
the existing retirement income system. 


There are several ways of looking at housing in the context of pension policy. 
Some have argued that pension policy should be based on the proposition that the 
elderly should draw upon the value of their homes upon retirement, while many oth- 
ers have emphasized the importance of encouraging and enabling the elderly to 
remain in their homes. In determining the economic position of the elderly, the value 
of an owner occupied house in eliminating the need to pay rent should, at the very 
least, be considered, although this must be balanced against expenses such as repairs, 
insurance, and property taxes. As well, there is the possibility that an owner-occupied 
house will be sold during the retirement period and the proceeds used at least in part 
to finance living expenses. 


Recent data on the distribution of wealth suggest that half the middle-income 
couples and individuals who enter retirement owning a home would not be able to 
count on that asset to “replace” more than the equivalent of 5% of income by saving 
the cost of rent. To the extent the asset value of the house is drawn upon during 
retirement, it could replace the equivalent of 10 to 20% of pre-retirement income. 


Drawing these various elements together, Chart IV shows that about one-half of 
Canadian households who enjoy middle-range income during their working lives are 
likely to experience at least a 5% decline in living standards after retirement, while 
about one-third can expect a decline of at least 15%, and about one in six a decline of 
at least 25%. These estimates of lifetime coverage take into account the major fac- 
tors for which data exist, including various sources of income, savings, home owner- 
ship, the reduced employment-related costs of the elderly and the special tax provi- 
sions from which they benefit. The main reasons for these expected declines are the 
limited breadth and depth of coverage by pension plans and the uneven distribution 
of savings including RRSPs. They do not, however, fully take into account the fur- 
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ther drop in living standards that would likely occur as a result of inadequate survi- 
vor benefits and the loss of one OAS pension after one spouse dies. 


The question for governments and the Canadian people to address is this: is the 
magnitude of these anticipated declines in living standards for middle income 
Canadians a problem requiring government action? In other words, should Canadi- 
ans be expected to fill these gaps on their own initiative through additional personal 
saving and private pensions, or does the situation require an expansion of mandatory 
pension arrangements? 
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CHART IV 


Proportions of Middle Income Households' 
Which Will Not Attain Various Levels 
of Income Maintenance? 
Under the Current System When Mature 


Percent Who Do Not 
Attain Various Levels 
of Income Maintenance 


50 
40 
7 


Level of Income Maintenance (%) 


1 ; 
Middle Income refers to the middle 60% of households — those with family earnings (husband plus wife) 
ranging from about $15,000 to $40,000 in 1982. 


2 ; 
Level of Income Maintenance refers to the ratio of post-retirement to pre-retirement disposable income — 
employment, investment, pension, and annuity income plus government transfers, plus drawing upon savings 
less income and payroll taxes, work-related expenses, pension contributions, and saving. 
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Chapter 4 


Proposals For Reform 


In the preceding chapter, key problems of the current retirement income system 
were identified. Shortcomings were found throughout the system — in employer- 
sponsored pension plans, the Canada and Quebec Pension Plans, income-tested pro- 
grams, and the tax treatment of retirement savings. 


The Government of Canada is therefore putting forward, for public discussion, a 
number of proposals for reform based on the three principles underlying Canadian 
pension policy — the guarantee of adequate minimum levels of income; fair oppor- 
tunities and arrangements for individuals to provide for their retirement; and a sys- 
tem which would enable most Canadians to avoid serious disruption of their pre- 
retirement living standards through a combination of mandatory pensions and pri- 
vate arrangements. 


These proposals are described below in considerable detail to encourage employ- 
ers, employees, actuaries — and, indeed, all interested Canadians — to review the 
benefits and costs involved. This open discussion and debate is intended to develop a 
broad consensus on the reforms to be undertaken and to provide an opportunity for 
Canadians to make specific suggestions for improvements. 


Ensuring Adequate Guaranteed Minimum Incomes 


Despite major increases in the Guaranteed Income Supplement in 1979 and 
1980, the income of some single pensioners is still too low. To remedy this, the situa- 
tion of these single pensioners will be improved as soon as resources permit. This is 
certainly one of the priorities among the pension reform initiatives that the Govern- 
ment of Canada will pursue. Again, it should be noted that minimum income guar- 
antees provided by OAS and GIS to the elderly were fully protected in the June 1982 
budget. 


Ensuring Fairness in the Accumulation of Pension 
Assets 


Employer-sponsored Pension Plans and the Income Tax Act 


The legislation regulating employer-sponsored pension plans and Registered 
Retirement Savings Plans — that is, federal and provincial pension benefit standards 
acts and the federal Income Tax Act — should be strengthened to ensure that ben- 
efits are distributed in a fair manner. Those provinces without pension benefit stand- 
ards will be encouraged to enact appropriate legislation. 
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Pension benefit standards legislation specifies minimum standards for employer- 
sponsored pension plans. While many plans already exceed these standards, under 
the reforms proposed by the Government of Canada all plans would be required to 
meet strengthened minimum standards. 


Many of the proposals put forward for discussion are based on the consensus 
reached by the members of the Canadian Association of Pension Supervisory 
Authorities (CAPSA), which consists of the seven senior officials responsible for 
administering the pension benefit standards legislation of the federal and six provin- 
cial governments having such legislation. Observers from other provincial govern- 
ments participated in the discussions leading to the CAPSA consensus. 


The specific reform measures that should be considered are: 


Protection from Inflation 


The Government of Canada favours the development of some form of automatic 
inflation protection for employer-sponsored pension plans that will be fair to 
employees and employers, and which will also ensure a reasonable level of protection 
for pensioners. While a number of alternatives could be considered (e.g. see the 
Report of the Federal Task Force on Retirement Income Policy), one proposal that 
has attracted considerable attention is the excess interest approach outlined by 
CAPSA. The CAPSA proposal has many attractive features and provides a good 
basis for discussing the inflation protection issue. 


Under the excess interest approach, a minimum degree of inflation protection 
would be required for all benefits under employer-sponsored pension plans — pen- 
sions being paid, deferred pensions, and the credits earned to date by current plan 
members. Plans with at least equivalent inflation protection provided by alternative 
automatic mechanisms could be exempted, for example those providing full CPI 
indexing post-retirement. 


Benefits earned after the date of reform would have to be increased as a mini- 
mum each year by a specified inflation adjustment factor to be published annually 
by the government — the difference between the guide rate (the average yield on 
long-term Canada bonds over the most recent five years) and a base rate of 3.5%. 
The 3.5% rate was selected to approximate the rate of return that pension funds 
could be expected to earn in an inflation-free economy. This difference between the 
guide rate and 3.5%, or excess interest, generally reflects the impact of inflation on 
interest rates, and thus could be used to provide inflation adjustments to pension ben- 
efits. 


The excess interest approach would work as follows: if the five-year average 
return on long-term Canada bonds were 11%, then benefits earned after the date of 
reform would be increased permanently by 11% minus 3.5%, or 7.5%. 


Under this proposal, benefits earned before the date of reform would also have 
to be adjusted, but by a lesser amount based on the difference between the guide rate 


26 


and a modified base rate of 7%. The use of this 7% rate would largely avoid the 
imposition of new amortization payments on employers, since few pension plans 
assume a rate of return on investment in excess of 7% for purposes of valuing pension 
benefits. For example, if the guide rate were 11%, benefits earned before the reform 
date (including all pensions now in pay) would be adjusted by 11% minus 7% or 4%. 


Consideration could also be given to a system of “capping”, when the prescribed 
adjustment factor exceeded the increase in the CPI in a year, and “banking” of the 


excess for a future year when the adjustment factor fell below the increase in the 
CPi 


Most pension fund managers should be able to obtain an average rate of return 
on their investments at least as high as the suggested guide rate. However, alterna- 
tives to the guide and base rates could be considered. For example, the guide rate 
could be based on a portfolio of short-term debt instruments. Such an alternative 
would, however, create a different balance between the competing concerns of the 
quality of the inflation protection for pensioners and the costs and risks for plan 
sponsors. It could result in either higher costs to plan sponsors or poorer inflation 
protection for pensioners. 


It should be noted that the excess interest method of inflation protection is com- 
patible with the possible development of indexed instruments in the capital market. 
For instance, if indexed bonds become available, plan sponsors investing in these 
bonds could offer full or nearly full CPI indexing of their pensions, thereby exempt- 
ing themselves from the need to provide inflation adjustments based on excess inter- 
est. Alternatively, the guide rate itself could be altered to be the yield on a portfolio 
of indexed bonds, resulting in better quality inflation adjustments for pensioners and 
lower risks for plan sponsors. 


An issue arises in cases where defined benefit pension plan managers have pur- 
chased a fixed life annuity when a plan member has either retired or left the 
employer. The plan sponsor should be required to adjust these annuities by the guide 
rate less 7%, as with other accrued benefits. However, because this could put a finan- 
cial strain on plan sponsors — or if the annuity were purchased some time ago, the 
cost of inflation adjustment might more appropriately be viewed as the responsibility 
of the vendor of the annuity — consideration may have to be given to “grandfather- 
ing” such fully insured arrangements. Furthermore, it may be necessary to require 
that annuities purchased after publication of this paper be supplemented as 
described. 


Finally, as noted earlier, excess interest generated by pension funds has been 
used to a large extent for purposes other than inflation protection, mainly to increase 
the benefit formula in the plan or to lower employers’ annual pension expenses. With 
the redirection of excess interest to provide some measure of inflation protection, 
many plan sponsors would find their pension plans more expensive than originally 
envisioned. 


Plan sponsors would have several ways of dealing with the costs arising from the 
reform proposals, most of which result from the provision of a degree of inflation 
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protection. They could absorb the cost increases; increase employee contributions to 
the pension plan; persuade their employees to moderate the rate of wage increases; 
reduce the size of the basic benefits provided by the plan; raise their selling prices to 
reflect higher labour costs; or do any combination of the above. 


The appropriate response would vary from plan to plan depending in part on the 
size of benefits in the plan, the state of the employer’s labour relations, whether or 
not the plan is negotiated, the financial flexibility of the employer, the competitive- 
ness of the market in which the employer sells, and other factors. Moreover, the 
nature of the best response may change over time. 


While many options would be open to most plan sponsors, it is anticipated that 
some would have difficulty making the transition to an environment in which the via- 
bility of their pension plans could no longer depend upon continuing high rates of 
inflation and access to inflationary earnings. Phasing-in inflation protection, particu- 
larly in respect of benefits already accrued, could be considered. As well, somewhat 
greater flexibility could be given to employers in making amortization payments for 
any unfunded liabilities that might be generated as a consequence of the reform pro- 
posals. 


Earlier Vesting 


Employer-sponsored pension plans could be required to vest benefits after two 
years of employee service. This means benefits arising from employer contributions, 
as well as from the employee’s own contributions, if any, would belong to the 
employee after two years. Current federal and provincial regulations typically 
require vesting only if the employee has ten years service and has reached age 45. 
Employees could draw on these vested benefits only in retirement; in particular, no 
commutation of pension benefits would be allowed except in certain specified cir- 
cumstances. However, employees would have considerable flexibility in moving the 
accumulated funds between plans (see below). 


The employer could also be required to pay for at least half the vested benefit 
earned by a terminating employee. Employee contributions plus interest in excess of 
50% of the value of the benefit — the employee’s advance contributions to the plan 
— would ordinarily be paid into the employee’s registered pension account (see 
below) without any reduction in the vested benefit at the time of termination. 


Rules could be prescribed for valuing such vested pension benefits and for 
accumulating employee contributions. A minimum interest rate could be set each 
year equal to the average yield on long-term Canada bonds over the previous five 
years. This rate — the same guide rate used for purposes of computing inflation 
adjustments — would then be the minimum that could be used in accumulating 
employee contributions for the purposes of the calculation in the preceding para- 
graph, and for purposes of returning contributions in respect of non-vested benefits. 
The vested benefit would be valued so as to take account of the required degree of 
inflation protection. 


28 


Registered Pension Accounts 


A new tax-assisted retirement saving vehicle called a Registered Pension 
Account (RPA) could be introduced. In most aspects this new vehicle would be iden- 
tical to an RRSP. Taxpayers would be able to contribute to RPAs on a tax-deduct- 
ible basis just as they may contribute to RRSPs now. They would be able to control 
the investment of the fund with the same flexibility. 


There would, however, be some differences. Employers would be allowed to con- 
tribute to an employee’s RPA directly on his or her behalf, subject to certain limits. 
This provision would make it easier for small businesses to provide pension benefits 
for their employees. 


Funds would normally be drawn upon only after retirement in the form of an 
annuity. Withdrawals prior to retirement would be allowed only in specified circum- 
stances, such as the onset of a serious disability. 


If RPAs are introduced, an issue is whether new contributions to RRSPs should 
continue to be allowed; for instance, new contributions might only be allowed to 
RPAs. 


This change would create an improved vehicle for individual retirement saving 
that, in conjunction with the vesting and portability measures, would enable 
individuals to have truly portable pensions. 


Improved Portability 


Under this proposal three options could be available to an employee who leaves 
an employer after becoming vested. These options would apply to the value of the 
employee’s vested pension benefit after any advance employee contributions 
described under the vesting proposal have been transferred to his or her RPA. 


Subject to certain adjustments related to the plan’s funded status, the employee 
could: 


e transfer the entire value of the pension to his or her RPA; 

e take a deferred pension at the normal retirement age by leaving the 
accumulated credits in the former employer’s plan; 

e transfer the value of his or her own contributions, with interest, to an RPA 
while taking a partial deferred pension by leaving the remainder of the value of 
the pension in the plan if the employer agrees. 


As well, the employee. could transfer the value of the accumulated pension to a 
new plan with the new employer’s permission. 


Fairer Access to Tax Assistance 


At present, tax-assisted retirement savings can be accumulated in a number of 
ways, primarily through employer-sponsored pension plans and RRSPs. In turn, 
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access to these retirement saving vehicles is subject to a diverse set of limits on 
amounts that can be contributed and on eventual benefits. 


The Government of Canada believes a new system of fairer, more comprehen- 
sive, and more flexible limits on tax-assisted retirement saving is required. Such a 
system could provide greater uniformity in the treatment of various pension arrange- 
ments, particularly defined benefit and money purchase arrangements. It could also 
ensure that the total accumulation in these plans is not excessive. Improved flexibil- 
ity could give older workers and workers with fluctuating employment earnings 
greater scope to compensate for not having contributed fully to their plans in certain 
years. There also could be additional flexibility to make contributions to spousal 
RPAs. The government is reviewing alternative ways of modifying the current sys- 
tem to achieve these objectives. A paper discussing specific options will be published 
in the near future to provide a basis for public consultations. 


Better Protection of Spouses 


Four new provisions should be considered that would improve the treatment of 
spouses. First, under employer-sponsored plans, pension credits and pensions-in-pay 
accumulated during a marriage, or in a common-law relationship recognized by pro- 
vincial family law, could be allowed to be split upon marriage dissolution or after a 
three-year separation. A similar provision for RRSPs will shortly be in force and 
could be extended to apply to RPAs in the future. For this provision to have max- 
imum effect, provinces would need to ensure family law provided for the division of 
pensions accumulated during the marriage in this way. The appropriate portion of 
the credits as determined by a court order, a divorce agreement, or a separation 
agreement could be transferred to the spouse’s RPA. The spouse would have the 
option of taking a deferred pension if acceptable to the employer. This would allow 
recognition of the principle that spouses are partners in the family unit. 


Second, retirement pensions and life annuities resulting from employer-spon- 
sored pension plans, RRSPs, and RPAs could be required to continue at some level 
after the death of a spouse — that is, benefits would have to be in the form of a joint 
and last survivor annuity unless both spouses agreed in writing to adopt some other 
form of payment. The benefit paid to the survivor, whomever it was, could be 
required to be at least 60% of the initial benefit. Corresponding provisions would 
then be applied to term annuities and Registered Retirement Income Funds pur- 
chased with RRSP and RPA funds. 


Third, surviving spouses of pension plan members who die prior to retirement 
could be given at least the full value of the contributor’s accrued pension. With 
accumulated pension credits, the survivor would have the same choices as an 
employee who changes employers. However, if the pension plan already has survivor 
benefits, the survivor could choose to take the survivor benefit instead. 


Finally, survivor pensions provided by pension plans before or after retirement 
could be required to continue if the recipient remarried. 
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Compulsory Membership and Non-discrimination 


Where an employer-sponsored pension plan exists, coverage could be required to 
be made available for all full-time employees with at least one year of service and 
could be required for those age 25 and over with at least one year of service. Simi- 
larly, coverage could be required for part-time employees meeting minimum age and 
service requirements. 


In addition, certain apparently discriminatory provisions in employer-sponsored 
pension plans could be disallowed, including: 


¢ offering a pension plan to only a select group of employees or coverage of differ- 
ent employee groups working for the same employer by substantially different 
pension plans; 

¢ benefits or contributions which differ significantly between different groups 
within the same plan; 

¢ non-payment of pension benefits for those who defer retirement until after the 
normal age of retirement; 

e certain methods of integration with the Canada and Quebec Pension Plans and 
Old Age Security (e.g. where lower-income members of contributory employer- 
sponsored plans pay relatively more for their benefits than higher-income plan 
members because of integration with the CPP or QPP). 


Some of these practices, while they may appear discriminatory, are not neces- 
sarily so. Different treatment may be the conscious result of collective bargaining; it 
may reflect bona fide occupational differences; or it may be reasonable in the context 
of overall compensation policy. How to prevent discriminatory practices while per- 
mitting reasonable differentiation is an important issue that should be resolved. In 
particular, resolution of this issue would be required before compulsory membership 
provisions for full and part-time workers could be put into effect; failure to do so 
would allow only token compliance with compulsory membership regulations. 


Greater Information Disclosure 


Plan sponsors could be required to make substantially more information avail- 
able to pension plan members and their spouses. Employers could be required to pro- 
vide data each year concerning the employee’s accrued benefits and the financial sta- 
tus of the plan. Plan administrators could be required to make information available 
on the extent to which the fund covers pension liabilities, lists of assets, actuarial bal- 
ance sheets, the present value of benefits earned to date and the like. 


Removal of Sex Discrimination in Pension Benefits 


There could be a requirement that monthly pension benefits be equal for male 
and female employees retiring under identical circumstances. This is now the case 
with defined benefit pension plans covering 94% of plan members. Money purchase 
pension plans could be required to bring their current provisions into line with the 
general practice in most plans. 
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In the case of individual annuity contracts, the issue is more difficult to resolve 
because of the parallel implications for life insurance and the difficulties of regulat- 
ing a complex market. 


Greater Protection in the Event of Plan Termination 


Requiring plans to meet strengthened minimum standards along the lines pro- 
posed above may reduce the financial flexibility on which many plan sponsors have 
been abie to rely. It may be desirable to improve protection for pension plan mem- 
bers in the case of plan termination. One option that could be considered is a plan 
termination insurance scheme with a guarantee corporation operated under federal 
and provincial auspices. Alternatively, or additionally, pension plans in a deficit posi- 
tion at termination could be given a higher priority call on the assets of the employer. 


The Canada and Quebec Pension Plans 


In addition to the proposals outlined above for employer-sponsored pension 
plans and tax-assisted retirement saving, several improvements to the Canada Pen- 
sion Plan should be considered. Quebec, of course, is responsible for the Quebec Pen- 
sion Plan, but it is important that the two plans remain very similar. 


Two possible reform measures have already been debated extensively and there 
is a large measure of support for them. These are: 


Increased Pensionable Earnings 


The current catch-up provision could be amended so that maximum pensionable 
earnings under the Canada and Quebec Pension Plans are raised to the level of the 
average industrial wage over three years. 


Implementation of the Child-rearing Drop-out Provision 


The Government of Canada will vigorously pursue implementation of the child- 
rearing drop-out provision with the Government of Ontario. 


In addition to these proposals, a number of other possible changes to the 
Canada and Quebec Pension Plans could be considered: 


Termination of Survivor Benefits upon Remarriage 


The current provision to terminate survivor benefits upon remarriage could be 
eliminated. 


Credit-splitting 


CPP protection could be afforded to homemakers and their families by extend- 
ing the current provision for credit-splitting upon marriage breakdown. Credit-split- 
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ting can be used to give spouses the full range of personal CPP benefits based on the 
pension credits accumulated through the efforts of both partners. Credit-splitting 
could be provided when the younger spouse reaches age 65, when either spouse dies, 
or when a non-earner spouse (or the lower wage earner in a two-earner couple) 
becomes disabled. Benefits would then be paid on the basis of the divided credits. 
Furthermore, credits could be split upon application by either spouse if the couple 
has been separated for more than three years. 


There are a number of other approaches which would build entitlements for 
spouses — particularly homemakers who are not in the paid work force — based on 
additional contributions made either by them or on their behalf. The Government of 
Canada has not, however, seen alternatives which are free of important shortcom- 
ings. For example, one suggestion is that mandatory contributions based on half the 
average wage be paid by the higher earning spouse for the other spouse with no earn- 
ings or earnings below that level in order to finance a homemaker pension. The evi- 
dence, however, is that most housework is done by women even if they are also full or 
part-time members of the labour force. Accordingly, clear inequities would arise if 
similar benefits were not given to those with earned income. Also, the suggestion 
would more than double contributions to the Canada and Quebec Pension Plans for 
most single-earner couples. Many would have difficulty making the contributions, 
particularly as contribution rates rose. If this sort of homemaker protection was 
offered under the Canada and Quebec Pension Plans on a voluntary basis, the 
required contributions and potential benefits would be the same. However, in most 
cases it is likely that the earning spouse would choose not to make the necessary con- 
tributions. Thus, many spouses would be left with no more protection than they have 
now. Only those with a high-income spouse would be likely to benefit. 


Post-retirement Survivor Benefits 


The current CPP survivor benefits for spouses over age 65 could be replaced by 
a lifetime continuing pension equal to 60% of the deceased spouse’s retirement pen- 
sion accrued to date (after the credit-splitting). The surviving spouse, whether a con- 
tributor or not, would thus receive 80% of the CPP benefits that were coming into 
the household before the death of the spouse. Combined retirement and survivor pen- 
sions could thus exceed the current ceiling of a maximum retirement benefit. 


Pre-retirement Survivor Benefits 


The current benefit structure for survivors under age 65 should be reviewed. 
Consideration should be given to replacing it with a two-part benefit consisting of a 
“bridging benefit” and a lifetime “continuing benefit”. The continuing benefit could 
be the same as for survivors over age 65, that is, 60% of the split pension accrued to 
date. The bridging benefit could equal the basic Old Age Security pension and be 
payable to survivors for three years or until age 65, whichever was shorter. Survivors 
with children could be entitled to receive this benefit for a longer period, for example 
until the youngest child reached age seven. Survivors could also be allowed to choose 
to receive the actuarial equivalent of the bridging benefit over ten years or until age 
65, whichever came first. 
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This approach to benefits for surviving spouses under age 65 would reduce the 
problems resulting from basing entitlement on age, marital status, or presence of 
children, as is currently done. Such a new benefit formula would ease the major 
adjustment that must be made immediately following the death of a spouse. It would 
also be more in keeping with the generally held view that pension credits are family 
assets. It would take into account the role of spouses as equal partners, the increasing 
participation of women in the labour force, and the special problems of widowed 
older persons, especially women, and parents with young children. 


On the other hand, this approach to benefits for younger survivors raises the 
issue of whether both a bridging and a continuing pension are required. Some 
individuals could have lower benefits under this approach than under the current 
provisions. For example, in comparison with current benefits, a 30 year-old widow 
with children would have higher benefits under the new approach while her children 
were under age seven but a lower continuing benefit thereafter; of course, if she 
remarried she would lose all benefits under the current provisions. 


Disability Benefits 


As a final matter, it should be noted that the Government of Canada is already 
discussing improvements in CPP disability benefits with the provinces. The proposal 
currently under consideration is to raise the earnings-related portion of the CPP dis- 
ability benefit from 75% to 100% of a contributor’s imputed retirement pension; to 
raise the flat rate portion of the CPP disability benefit so that it equals the Old Age 
Security pension (the increase in the flat rate benefit in the QPP would be smaller 
since the benefit is already two and a half times as large as its CPP counterpart); and 
to reduce the minimum contributory requirements to contributions in one of the last 
two years. 


Avoiding Serious Disruption of Living Standards 


Is There a Need to Expand Mandatory Pension Arrangements? 


Earlier in this paper, it was noted that many people are likely to experience sig- 
nificant declines in living standards during retirement even after the current pension 
system becomes mature. The pension reform proposals described above would go a 
considerable distance to ensure that benefits from employer plans earned after the 
date of reform reflected fairly the contributions made — no longer would people lose 
pension credits because they switch employers, no longer would pensions be allowed 
to dwindle in value because of inflation, and spouses would receive the fair share that 
is their due. As well, changes in the Canada and Quebec Pension Plans along the 
lines of those described above would result in higher pensions for women who are not 
adequately protected by the current pension system. In short, pension income would 
increase and would be distributed more fairly; the amount individuals would have to 
save on their own to maintain living standards would be reduced for many Canadi- 
ans. 
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But would the gap be reduced enough so that Canadians, through private 
arrangements, could avoid serious disruption of their pre-retirement living standards 
upon retirement? Chart V indicates that there would be substantial improvements 
flowing from reforms to the employer-sponsored pension system. Nevertheless, con- 
siderable numbers of middle-income households could still expect declines in living 
standards upon retirement. It is estimated that more than one-third would experience 
at least a 5% decline in living standards, while about one in five could expect at least 
a 15% decline, and about one in ten at least a 25% decline. 


The fundamental question which all Canadians and the Parliamentary Commit- 
tee must address is whether it is reasonable to expect Canadians to fill these gaps 
through additional voluntary personal savings, or whether the gaps should be filled in 
whole or in part by the expansion of mandatory pension arrangements. 


There is clearly no consensus among Canadians on this issue. The Governments 
of Ontario and British Columbia — as well as nine business organizations which 
issued the “Business Consensus on Pension Reform” in August 1982 — have sug- 
gested that no expansion of mandatory pensions is required at this time. On the other 
hand, the Canadian Labour Congress and the National Action Committee on the 
Status of Women have called for a significant increase in the size of the Canada and 
Quebec Pension Plans. 


In spite of these numerous and often conflicting views, the Government of 
Canada is convinced that most Canadians do not want their governments to force 
them to make pensions and savings arrangements to guarantee 100% maintenance of 
pre-retirement living standards. While some expansion of mandatory pension 
arrangements may be needed, an appropriate balance between mandatory programs 
and voluntary arrangements must be maintained — a balance in which employer- 
sponsored pension plans and individual savings continue to play an essential role. 


What Size of Expansion of Mandatory Pensions Might be Desirable? 


Even if Canadians do decide that they want an expansion of mandatory pensions 
arrangements, there would be considerable debate over the size of any expansion. As 
noted above, the Canadian Labour Congress and the National Action Committee on 
the Status of Women, for instance, have argued that the Canada and Quebec Pen- 
sion Plans should generate pensions equal to 50% of pre-retirement earnings (they 
now replace 25%). The Royal Commission on the Status of Pensions in Ontario pro- 
posed a similar-sized expansion, but in the private rather than the public sector. The 
1979 report of the Task Force on Retirement Income Policy determined that a pen- 
sion plan which replaced 40-45% of pre-retirement earnings, with an increase in cov- 
ered earnings to one and a half times the average industrial wage and with OAS at 
current relative levels, would generally ensure living standards in retirement that 
equalled pre-retirement living standards for most Canadians. 


Others have proposed expansion of different sizes in various income ranges. The 
study group of the Government of Quebec, COFIRENTES+, advocated that the 
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CHART V 


Proportions of Middle income Households ' 
Which Do Not Attain Various Levels 
of Income Maintenance 


Current System when Mature, without 
Reforms 


Current System when Mature, 
plus Reform of Employer- 
Sponsored Pension Plans 


Percent Who Do Not 
Attain Various Levels 
of Income Maintenance 
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Level of Income Maintenance (%) 


: Middle Income refers to the middie 60% of households — those with family earnings (husband plus wife) 


ranging from about $15,000 to $40,000 in 1982. 

2 3 
Level of I!ncome Maintenance refers to the ratio of post-retirement to pre-retirement disposable income — 
employment, investment, pension, and annuity income plus government transfers, plus drawing upon sav- 

ings less income and payroll taxes, work-related expenses, pension contributions, and saving. 
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QPP should replace 37.5% of the average industrial wage, with those earning below 
half the average wage enjoying a 50% replacement rate. In direct contrast, in their 
submission to the National Pension Conference, the Canadian Life and Health 
Insurance Association suggested mandatory private sector plans which concentrated 
increases in coverage only on those between 0.5 and 1.5 times the average industrial 
wage. 


The issue of size and focus of any expansion is the second major question relat- 
ing to mandatory pension arrangements on which the government would like the 
views of Canadians and the Parliamentary Committee. 


Expansion of Mandatory Pension Arrangements: in the Public or 
Private Sector? 


if it is decided that there should be an expansion of mandatory pension plans, 
there is the related question of how any expansion should take place — through man- 
datory employer-sponsored pension plans or through an increase in public pension 
plans such as the Canada and Quebec Pension Pians. 


A number of important questions relate to which route might be followed: 


* Should investment funds be held largely by provincial governments or their 
agencies, as is now the case with the Canada and Quebec Pension Plans, or by 
the federal government, by private sector investors, or possibly by all these sec- 
tors? 

® How fast should new benefits become available? 

e Who should be the primary targets for any benefit enrichments? Some studies, 
for example, have suggested that benefit increases be concentrated in the hands 
of lower wage earners, while others have suggested that the level of covered 
earnings be increased. 


It should be noted that, whatever the route followed, employers and employees 
who currently have employer-sponsored pension plans would be able to offset an 
expansion of mandatory plans by integrating it with their existing plans. 


Advantages and Disadvantages of a Private Sector Approach 


Under a private sector approach, all employers would have to offer, and all 
employees join, an employer-sponsored pension plan with established minimum 
standards. 


This approach is very attractive from the point of view of channelling savings 
into productive investment. Funds would be accumulated in a fairly large number of 
hands in the private sector and there would be an incentive to maximize the rate of 
return on invested funds. This would lower the risk of poor investments, thus enhanc- 
ing general economic performance. 
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However, the approach has a number of important implications. For one thing, 
new benefits would gradually build up over 30 years or more after expansion unless 
there were considerable government underwriting of an early benefit phase-in. Public 
sector involvement might also be required to enable full indexing of benefits. 


Uniform pension protection of workers under such an approach would require 
all ten provinces and the Parliament of Canada to pass identical legislation in their 
respective jurisdictions. 


Advantages and Disadvantages of a Public Sector Approach 


A public sector approach could involve an increase in the replacement rate 
and/or level of covered earnings in the CPP. The Government of Quebec would have 
to make similar changes in the QPP. Alternatively, a new public pension plan could 
supplement the Canada and Quebec Pension Plans. Such a plan could cover addi- 
tional earnings as well as provide more benefits over the range of earnings now cov- 
ered. 


The main criticism levelled at a public sector approach relates to its impact on 
investments and capital markets. If public plans were partially or fully funded, funds 
would be concentrated in a few hands and there could be pressure to achieve goals 
other than the maximum financial rate of return. New financing strategies would 
have to be developed to deal with these concerns. Alternatively, if a pay-go financing 
approach were chosen, concerns might arise as to the possibility of depressing savings 
levels. 


Public plans have a number of advantages. They provide retirement benefits 
which are immediately vested, portable and normally fully indexed to the cost-of-liv- 
ing. An expansion of the public system could be implemented so that workers would 
receive significant benefits much sooner than the 30 or more years required with pri- 
vate sector expansion. All of this could be done with minimal additional administra- 
tive cost. 


The public sector approach also offers greater flexibility to incorporate benefits 
that take into account factors such as the work patterns of women; for instance, the 
child-rearing drop-out provision in the Canada and Quebec Pension Plans could not 
be included in employer-sponsored pension plans. 


Combining the Private and Public Sector Approaches 


In order to overcome the shortcomings of any single approach, it may be possi- 
ble to combine approaches. For instance, the Canada and Quebec Pension Plans 
could be expanded on the basis that employers who offered pension plans with ben- 
efits at least equivalent to the increased public benefits would be able to opt out of 
the enlarged part of the public plan. However, governments might then have to be. 
heavily involved in providing special protection to members of opted-out plans, such 
as full indexing of benefits. 
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Summary 


The Government fully recognizes that at this time there is no consensus on the 
need to enlarge mandatory pension arrangements, on the size of any expansion, or on 
its nature. Should benefit guarantees be enlarged, and if so by how much? How 
much are people willing to pay? Who should receive the higher benefits? How 
quickly should benefits and contributions increase? How best can pension arrange- 
ments be cast to ensure that future generations are not asked to assume an inequit- 
able burden, and thus find the arrangements in their own interest to uphold? Who 
should operate the plans? In view of the current economic situation, when should 
expansion be undertaken? These and other questions will be addressed by the Parlia- 
mentary Committee in the extensive consultations it will undertake with the 
Canadian public. 


Financing the Canada Pension Plan 


A final aspect of pension reform is the financing of the Canada Pension Plan. In 
the most recent actuarial report on the Canada Pension Plan, it was estimated that 
over the next 50 years CPP and QPP contribution rates will have to rise to 8-10% of 
covered earnings, from the present 3.6%, to pay for the benefits currently promised 
as the number of pensioners increases. At the time the plans were established, this 
need for higher contributions was clearly foreseen. However, the original designers 
did not wish to tie the hands of future governments by developing a mechanism to 
effect the required increases, and left this to future federal-provincial negotiations. 


In 1977, the Government of Canada initiated a joint federal-provincial review of 
CPP financing; the technical phase has now been completed. The federal and provin- 
cial governments have concluded that an agreement on a long-term schedule for CPP 
financing is desirable, but the precise formula which should govern the timing and 
size of contribution rate increases was left to further consultation and negotiation. 


Provincial governments have borrowed over $22 billion from CPP contributors; 
the Caisse de dépét et placement du Québec administers the funds of the QPP, now 
totalling about $8 billion. These funds, plus contributions at the current 3.6% rate, 
are sufficient to pay benefits for the next 20 years. Subsequently, contribution rates 
will have to increase to meet benefit obligations. 


Although the contribution rate could be left at the current 3.6% level for about 
20 years, contribution rate increases prior to that time may be desirable even if they 
are not essential to pay for current benefits. This would minimize the impact of rela- 
tively steep increases at the end of 20 years, and it would avoid forcing provincial 
governments to refinance the large amounts borrowed from the CPP within a rela- 
tively short period of time through increased borrowing in private capital markets or 
tax increases. 


The appropriate schedule of contribution rate increases would be affected by the 
implementation of changes in the Canada and Quebec Pension Plans resulting from 
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the current round of pension reform. It also depends on the other pension reforms 
discussed here, since the level of savings in the economy will be affected by these 
initiatives. It is therefore necessary that the issues of CPP financing and pension 
reform be addressed in a co-ordinated manner. 


The Government of Canada also recognizes that the approach taken to finance 
current CPP benefits may not be suitable for the financing of new benefits. It may be 
more appropriate to accompany benefit increases with special increases in the contri- 
bution rate. 


The use of any excess funds generated by a contribution rate increase is a cru- 
cial question for all Canadians. The Government of Canada firmly believes that 
these funds must be used for productive investment, be it by the private sector, by 
provincial governments, or by the Government of Canada. 


40 


Chapter 5 


The Benefits Of Reform 


The pension reform proposals put forward for discussion by the Government of 
Canada would affect almost all Canadians, whether they are workers, pensioners, 
employers, or homemakers. Assuming the specific changes to the Canada and Que- 
bec Pension Plans and employer-sponsored pension plans discussed above were fully 
implemented by all governments, total retirement income from these plans would, in 
the long run, be 15-20% greater than if the reforms were not implemented, assuming 
basic benefit levels were not reduced. 


Of course, an expansion of mandatory pension arrangements would further 
increase the total benefits paid, although the precise amount would depend on the 
size, form and timing of the expansion, if it were undertaken. 


The higher benefits produced by a reformed pension system would be dis- 
tributed more fairly. In particular, more benefits would be directed into the hands of 
workers who change jobs frequently, particularly young workers and women; survi- 
vors and spouses of pension plan contributors; and pensioners who belong to plans 
that do not adequately protect benefits from inflation. The proposals relating to tax 
assistance could allow more flexibility in contributions, and could be particularly 
advantageous for older employees, the self-employed, and workers with fluctuating 
earnings from employment. The rapid return of maximum pensionable earnings to 
the target legislated for the Canada and Quebec Pension Plans would also result in 
higher benefits. 


Women, especially, could expect to gain from these changes so that in the future 
fewer would have to rely so heavily on GIS benefits. Women who belong to 
employer-sponsored pension plans would benefit particularly from the proposed 
improvements in pension benefit standards. Inflation protection is clearly important 
since women earn less during their working years than men and live longer on aver- 
age. Improved vesting and portability would benefit women since they tend to have 
greater job mobility than men. The changes in limits on tax-deductible contributions 
and the introduction of RPAs could greatly facilitate retirement saving by women, 
given their typical patterns of participation in the labour force. 


Female members of money purchase pension plans would benefit from any 
initiative to equalize monthly benefits of men and women. The proposals to require 
joint and last survivor annuities, to permit pension credits to be split in case of 
divorce or separation, and additional flexibility to make contributions to spousal 
RPAs, would all be of significant benefit to women. 


The proposal to split pension credits in the Canada and Quebec Pension Plans 
would put a higher proportion of retirement benefits into the hands of women. Any 
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improvements in survivor benefits would also increase the incomes of women, par- 
ticularly if combined with splitting of pension credits. 


In summary, the specific changes suggested to employer-sponsored pension 
plans, the Canada and Quebec Pension Plans, and the tax treatment of retirement 
savings, would increase the pension income of those who are treated most unfairly by 
the pension system now. Women especially would benefit from these changes and 
from the recognition given by the proposed reforms to the contribution spouses make 
in accumulating pension credits. Expansion of mandatory pension arrangements 
would most help those currently who are not covered by employer-sponsored pension 
plans. 
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Chapter 6 
The Costs Of Reform 


The benefits that ultimately come out of a pension system are directly related to 
the contributions or taxes that go into it. The improvements proposed would 
undoubtedly result in higher costs, both for employer-sponsored pension plans and 
the Canada and Quebec Pension Plans. 


A discussion of costs is necessarily complicated by the wide variety of intercon- 
nected proposals being put forward for discussion. To facilitate the consultative pro- 
cess and to ensure that it is as informed and constructive as possible, the government 
has endeavoured to outline specific and detailed proposals. This should enable pen- 
sion plan sponsors and members, CPP and QPP contributors and beneficiaries, and 
the general public to assess the impact of the proposals, particularly on costs, taking 
into account their own individual circumstances. The major exception is the issue of 
expansion of mandatory pension arrangements, where detailed proposals must await 
the outcome of wider-ranging discussion and consultation. 


In this context, the discussion of the costs of the reform proposals will focus on 
three main groups of proposals: those related to employer-sponsored pension plans, 
those related to the Canada and Quebec Pension Plans (child rearing drop-out, 
credit-splitting, survivors, and disability), and expansion of mandatory pensions more 
generally. In turn, costs will be examined from three basic perspectives — that of 
employers whose concern is typically over costs as a percentage of payroll, that of 
employees whose concern is over how much take-home pay would be reduced, and 
finally the concern over total pension costs in relation to the economy. 


Cost Increases as a Percentage of Payroll 


Specific Proposals for the Canada and Quebec Pension Plans 


The long run contribution rate of the Canada and Quebec Pension Plans must 
increase from the current 3.6% rate to the 8-10% range over the next 40 to 50 years 
to pay for benefits now promised by the plan. On top of this, the specific proposals 
outlined above are expected to add about 1.3% to the long run contribution rate, the 
largest component of which is the possible change in the survivors’ benefits, amount- 
ing to some 0.7%. This would bring the long-term contribution rate into the 9 to 11% 
range. This 1.3% increase in the long run contribution rate represents an increase of 
about 0.7% of aggregate employment income in the economy. The increase in contri- 
butions would be divided equally between employer and employee, as in the past. 


Proposals Related to Employer-sponsored Pension Plans 


The proposals outlined above would typically result in cost increases for 
employer-sponsored pension plans. Since there are almost 15,000 such plans and they 
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are highly diverse, it is not possible to provide estimated cost impacts in all cases. For 
example, plans differ in their basic benefit formulas and contributory status, in the 
nature of specific benefits such as survivor benefits and unreduced early retirement 
benefits, as well as in the age, sex, income, and turnover characteristics of the cov- 
ered employees. Furthermore, plan sponsors differ in their funding strategies, and 
actuarial methods and assumptions. 


In addition, some plan sponsors have financed ad hoc inflation improvements 
outside the pension plan from general corporate cash flow, while others have 
financed such increases from within the plan. Still others have made virtually no 
adjustments to pensions in pay to take account of inflation. Since a major portion of 
the cost increases due to the reform proposals stem from better inflation protection, 
the increases faced by a plan sponsor will clearly depend on how much inflation pro- 
tection is already being provided. 


It should be emphasized, therefore, that estimates of costs and cost increases 
might not be applicable to any particular pension plan. 


Nevertheless, an attempt has been made to provide a systematic analysis of the 
long-term costs of the reform proposals after any transitional period. Employer-spon- 
sored pension plans have been divided into seven basic groups and within each group 
an average or typical plan has been identified, using detailed data covering the 
approximately 15,000 plans that existed in 1980. For each of the seven representative 
pension plans, several sets of costs were estimated. An appendix provides further 
details on the figures to be presented below. 


First, two sets of costs for each type of pension plan were estimated according to 
the current terms and conditions — one assuming that the pension benefits were 
being improved each year on an ad hoc basis to provide a partial degree of inflation 
protection, and one where no ad hoc increases were being provided. Combined 
employer and employee costs, expressed as a percentage of payroll, are shown in 
Table IT.A. 


Table II.A 
Current Long Run Costs of Pension Plans 


No Ad Hoc Partial Ad Hoc 

Pension Plan Type Indexing Indexing 
Money Purchase 73 Les 
Private Sector Defined Benefit: 
e Flat Benefit Dae ora 
e Career Average 5.1 7.4 
e Final or Best Average 

Contributory Tips 7.8 

Non-Contributory 5.0 5:5 
Public Sector Defined Benefit: 
e Not Fully Indexed 8.8 9.6 
e Fully Indexed 11S hIES 
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Estimates were subsequently made of the costs associated with implementing 
the reform proposals described in Chapter 4. The changes in costs attributable to the 
reform proposals are thus the estimated long run post-reform costs less the current 
long run costs shown above, assuming either that the plan provides no ad hoc index- 
ing or a partial degree of inflation protection. These are shown in Table II.B. 


Table II.B 


Increases in Long Run Pension Plan Costs Due to 
Reform Proposals 


Increases Assuming: 


Partial 
No Ad Hoc Ad Hoc 
Post-Reform Indexing Indexing 
Pension Plan Type Costs Currently! Currently2 
Money Purchase 7.8 0.5 0.5 
Private Sector Defined Benefit: 
e Flat Benefit 3.8 1.6 0.5 
® Career Average ar) Sez 0.9 
e Final or Best Average 
Contributory 9.4 PAOD 1.6 
Non-Contributory 1.0 2.0 1.5 
Public Sector Defined Benefit: 
® Not Fully Indexed 11.4 2.6 1.8 
e Fully Indexed V2.7 1.2 le? 


Notes: 1. The figures in this column equal those in column 1 minus those in column 1 of Table II.A. 
2. The figures in this column equal those in column 1 minus those in column 2 of Table II.A. 


While the range of cost increases for employer-sponsored pensions in practice 
will be wider than indicated in the above table, given the great diversity of plans in 
existence, the range for typical plans would be about 0.5% to 3.2% of payroll for pri- 
vate sector plans and about 1.2% to 2.6% for public sector plans. The increase in 
total costs of all employer-sponsored pension plans might be in the order of 1.5-2.5% 
of covered payroll. As might be expected, the potential increases in costs due to the 
pension reform proposals are less in cases where ad hoc adjustments are being made 


for inflation. 


A third set of hypothetical cost increases was also estimated where it was 
assumed that no improvements are made to current pension plans. However, it was 
assumed that the inflation rate had been brought down to zero. The purpose of this 
set of cost estimates was to assess the extent to which current pension plans are 
dependent upon continuing high rates of inflation for their viability. 
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Table II.C shows that the cost increases that would result solely from reducing 
the rate of inflation to zero are significant. In fact, the long run increases in plan 
costs that would result from lowering the inflation rate to zero are generally greater 
than the costs of the reform measures, assuming that some inflation continues. For 
example, the figures in the second column of Table II.C indicate cost increases rang- 
ing from 2.0% to 3.9% in the private sector and 1.7% to 4.4% in the public sector if 
there were no reform but inflation were reduced to zero. These figures are higher 
than the corresponding cost increases shown in the third column; excluding money 
purchase pension plans, the estimates of the costs of the reform proposals, assuming 
some continuing inflation, are all lower at 1.6% to 3.2% in the private sector and 
1.2% to 2.6% in the public sector. 


Table I1.C 


Long Run Pension Plan Costs Based on the Assumption of 
No Reform and No Inflation, and Comparisons with 
Pre-and Post-Reform Costs Assuming 
some Continuing Inflation 


increases in 
Long Run Costs Costs of 
Assuming Reform 
Long Run No Reform Assuming 
Costs Assuming No Inflation No Ad Hoc 
No Reform and and No Ad Hoc Indexing 
Pension Plan Type No Inflation Indexing! Pre-Reform2 
Money Purchase TS 0.0 0.5 
Private Sector Defined Benefit: 
® Flat Benefit 4.2 2.0 1.6 
® Career Average 9.0 3.9 Se 
e Final or Best Average 
Contributory 10.6 3.4 22 
Non-Contributory 7.5 25 2.0 
Public Sector Defined Benefit: 
® Not Fully Indexed F322 4.4 2.6 
® Fully Indexed 132 1d 12 


Notes: 1. The figures in this column equal those in column 1 minus those in column 1 of Table II.A. 
2. The figures in this column equal those in column 1 minus those in column 2 of Table II.A. 


These results indicate that many plan sponsors are now benefitting from wind- 
falls as a result of high rates of inflation. Interest rates and yields on pension funds 
have increased with the high levels of inflation and, because pension benefits are not 
indexed, the actual cost of providing these benefits has been reduced. In many cases, 
these windfalls may have been passed on to active plan members in the form of 
higher unit benefits, and, as a result, some employees with long service may be retir- 
ing with more disposable income immediately after retirement than before. At the 
same time, the real value of pensions for retired plan members has been seriously 
eroded. As the inflation rate falls and interest rates fall with it, the cost of providing 
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unindexed benefits will rise. If pension plans were to provide a degree of inflation 
protection, the value of the contributions made by and on behalf of prospective 
retirees would not be significantly affected by the level of inflation. Consequently, 
pension costs could no longer be underwritten by the excess interest which plans earn 
in an inflationary period. 


In considering the effects of the reform proposals on costs, it is important to dis- 
tinguish costs from pension plan contributions. These cost estimates do not neces- 
sarily give a good estimate of the effect on employers’ cash flow in the short run, i.e. 
the contributions they would have to make. Plan sponsors have a considerable degree 
of flexibility in the way their year to year contributions can be set to meet a given 
pension plan cost. They also have substantial discretion in the speed with which they 
can amortize any unfunded liabilities. This degree of flexibility would be circum- 
scribed under the reforms proposed. Employers who have been using gains from 
excess interest earnings on the fund to reduce their current contributions would find 
this source of funds closed off. 


It should finally be noted, as mentioned in Chapter 4 above, that a number of 
ways are open to employers and employees to respond to pension cost increases. For 
example, employers could absorb the costs, pass them on in the form of higher prices, 
lower rates of wage and salary increase, or the levels of the basic unit benefits in the 
plan could be reduced for pensionable service after the implementation of reforms. 
The cost estimates presented above assume no reduction in benefit levels. 


Cost Increases as a Reduction in Take-Home Pay 


The costs of pension reform proposals can also be looked at from the point of 
view of the average employee. Table III shows that, in 1982, a typical private 
sector employee with average wages of $20,000 pays $676 in contributions if he or 
she is covered by a contributory employer-sponsored pension plan integrated with the 
CPP or QPP. If the employee continued to pay the same share of pension costs as in 
1982, the reforms outlined above would reduce take-home pay by a further $136 per 
year. The average worker would contribute $879 per year after reforms were imple- 
mented instead of $676 per year. 


The table also shows that for a typical employee in the public sector with an 
average wage of $20,000, current pension costs are about $1,076 per year for the 
employer-sponsored plan at the moment. Costs of employer plans in the public sector 
are usually split between employer and employee, so that the typical employee would 
face an additional reduction in take-home pay of about $108 per year. The average 
public sector worker would contribute $1,237 per year after reforms were imple- 
mented. 


A self-employed individual or an employee not covered by an employer-spon- 
sored pension plan would face increases only in CPP and QPP contributions. 


In the long run the specific changes to the Canada and Quebec Pension Plans 
discussed above would cost an additional 1.3% of covered earnings; employees would 
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contribute half of this increase. Therefore, for typical workers with earnings of 
$20,000 per year, this would mean an additional reduction in take-home pay of about 
$78 and $156 per year for employees and the self-employed respectively. In addition 
to any reduction in take-home pay due to reform of employer-sponsored plans and 
the specific CPP changes discussed above, the existing benefit structure will require 
additional contributions of some $500 over and above current contributions of $324 
per year. 


When these costs are added up, as in Table III, the specific proposals discussed 
in Chapter 4 would lead to a reduction in take-home pay of some $214 and $186 for 
a typical employee in the private sector and the public sector respectively. Cost 
increases for someone who was self-employed with similar earnings would be $156. 
Additional costs would arise in the long run due to maturation of the Canada and 
Quebec Pension Plans. 


Table Ill 


Reduction in Take-Home Pay in the Long Run for a 
Worker at the Average Industrial Wage 


Typical 
Integrated 
Contributory 
Employer- 
Sponsored 
Pension Plan CPP or QPP* Total 
Private Sector 
Current Contributions 676 324 1000 
Post-Reform Contributions 879 441 1320 
Increase in Contributions 203 lee 320 
Reduction in Take-Home Pay 136 78 214 
Public Sector 
Current Contributions 1076 324 1400 
Post-Reform Contributions W276 441 1678 
Increase in Contributions 161 Vale, 278 
Reduction in Take-Home Pay 108 78 186 


*Does not include an additional $500 increase that will be required over the next 40-50 years 
to pay for current benefits. Assumes increases in CPP/QPP contributions are not offset by 
reductions in contributions to employer plans. 


Impact on the Economy 


In addition to the direct impact of pension reform on individual employees and 
employers, pension reform would also have an impact on overall economic perform- 
ance. If the proposals stipulating higher minimum standards for employer-sponsored 
pension plans had already been implemented for some time, it is estimated that the 
increase in combined employer and employee contributions would have been some $2 
billion in 1982, assuming no reduction in basic benefits. This in turn represents about 
an extra 1% of total labour income in the economy being devoted to pensions. 
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While this is a substantial sum, it should be put in perspective with overall sav- 
ings and labour costs. Contributions to employer-sponsored pension plans will be 
about $10 billion in 1982, with a further $4 billion contributed to RRSPs and about 
$5 billion to the Canada and Quebec Pension Plans. Gross investment in the 
economy is in the order of $75 billion per year and total labour income in the 
economy is about $200 billion. In this context, the impact of pension reform on infla- 
tion, unemployment, capital markets and Canada’s competitive position in world 
markets should be manageable. Moreover, in the best of circumstances, it would be 
some time before pension reform initiatives could be implemented fully, given the 
time required for consultation, negotiation, legislation and plan adjustment. If the 
economy were still performing poorly at that time, it would be possible to lengthen 
the phase-in for implementation of any reforms. Therefore, any impact of pension 
reform on the recovery of the economy can be largely avoided. 


The increase in contributions also affects government revenues because the con- 
tributions are tax-deductible and additional benefits are taxable. It is estimated that 
if reform proposals had already been implemented, revenues of the federal and pro- 
vincial governments would have been some $450 million lower in 1982 than without 
reform as a result of the $2 billion in extra contributions. 


In the long run, the 1.3% increase in the contribution rate to the Canada and 
Quebec Pension Plans due to the specific proposals would raise overall contribution 
rates to the 9-11% range. This 1.3% increase represents about 0.7% of total labour 
income in the economy. Thus, in the long run, the combined increase in costs of the 
Canada and Quebec Pension Plans and employer-sponsored pension plans is 
estimated to be an additional 1.7% of labour income. The impact on the economy 
would depend on many factors including, among others, the speed at which contribu- 
tion rates were increased, the impact on the level of savings in the economy, and the 
effects on capital markets. 


Expansion of Mandatory Pension Arrangements 


An unresolved issue is the size and nature of any expansion of mandatory pen- 
sion arrangements. Of course, the cost of any such expansion would vary with its size 
and timing. Clearly the cost increases must be carefully considered in light of current 
economic constraints and the contribution rate increases that will be required to pay 
for current benefits in the Canada and Quebec Pension Plans. 


It is most likely that expansion in either the public or private sector would be 
integrated with the reformed employer-sponsored pension plans. The result for those 
now covered by such integrated plans would be little or no change in overall costs. 
Larger mandatory pension arrangements would mainly raise the costs for those who 
are not covered by employer-sponsored pension plans now. These costs could be 
phased-in gradually. 


In addition to the direct impact on employees and employers, an expansion of 
mandatory pension arrangements could have significant effects on the overall 
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economy. Again depending upon the size, nature, and timing of an expansion, there 
could be important changes in the levels of saving, consumption, investment and eco- 
nomic growth. Precise effects depend upon whether costs are absorbed by employers, 
passed on to consumers, or absorbed by employees in the form of lower cash income. 
These effects would also depend on how employees and others adjust their saving and 
spending in view of enhanced pension benefits. 


Benefits in an expanded mandatory pension plan could also be structured to 
vary over time in accordance with factors such as prices, average wages, overall lev- 
els of economic activity, or fluctuations in the age structure of the population. This 
could be done in such a way that it would reduce undue strains on the economy. 


Enlarged mandatory arrangements could also result in fundamental changes in 
the ways savings accumulated to fund enlarged pension benefits are channelled into 
productive investment. These changes could have repercussions throughout the 
economy, since savings and investment decisions lie at the heart of economic 
performance. The size and composition of Canada’s capital markets could be altered 
considerably. For instance, an expansion of public plans would likely displace a por- 
tion of private and public employer-sponsored pension plans. This could change 
where funds are initially accumulated and in turn could alter the use to which the 
funds would be put. As well, the degree of funding of expanded mandatory plans 
could affect the availability of investment capital. 


These changes in savings could affect economic performance either positively or 
negatively. The unemployment rate, for example, could decrease if the additional 
savings lead to an equally large increase in investment. On the other hand, the infla- 
tion rate might increase, but probably not by much, if the additional contributions 
required were passed on to the consumer through higher prices. In looking at the pos- 
sibilities for expansion of mandatory pension arrangements, the potential impact on 
the flow of capital will have to be carefully considered. 


Conclusion 


Pension reform involves the possibility of significant cost increases. In the case 
of employer plans, costs for the plan sponsors and employees will be quite varied, 
given the diversity of pension plans and individual circumstances. On average, 
reform of the employer-sponsored pension system could involve cost increases of 
about 1.5-2.5% of covered payroll. This would in turn amount to about 1% of total 
labour income in the economy. As for the Canada and Quebec Pension Plans, the 
proposals for reform discussed above would add costs of another 0.7% of total labour 
income in the long run, over and above the cost increases already required to finance 
current benefits as the plans mature. 


Costs and the economic consequences of an expansion of mandatory arrange- 


ments would of course depend on the size and nature of any expansion. Specific anal- 
ysis and conclusions must await further consultation and discussion. 


50 


The pace at which cost increases would have to be absorbed would depend on 
the specific method utilized to phase-in reform. No costs would arise in the short run 
because of the time required to implement reforms. Further, consideration could be 
given to phasing-in any cost increases if required by the economic circumstances at 
the time. 
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Chapter 7 
The Path To Reform 


Shortcomings in the Canadian retirement income system have received consid- 
erable study during the last several years. A large measure of agreement on the 
nature of the problems has emerged but there is still a lack of consensus on appropri- 
ate solutions. Many questions remain to be answered. In part, this has arisen because 
of the generality of the public debate; insufficient attention has been given to the 
impact of specific proposals on specific pension plans. To give an example, many peo- 
ple support an excess interest approach to inflation protection in employer-sponsored 
pension plans but few have considered the precise nature of the trade-offs with 
regard to the protection of the plan member’s benefits, the investment risk to the 
plan sponsor, and the cost of the plan. The proposal discussed in this paper, as was 
noted, results in specific trade-offs in each employer-sponsored pension plan. It is 
only through the detailed analyses of a great variety of plans that a final judgement 
can be made regarding the appropriateness, not only of the specific proposal, but of 
the basic excess interest approach itself. 


A major drawback of the pension reform process to date has been this lack of 
concrete discussion. To remedy this, the Government of Canada has undertaken to 
put forward a number of specific proposals for reform of the retirement income sys- 
tem. Much is at stake for millions of individual Canadians, for thousands of employ- 
ers in the public and private sectors, and for the health of the economy as a whole. 


In order to obtain the views of the public at large and all interested parties — 
business, labour, women’s groups, and others — on the proposals for pension reform 
put forward in this paper, the Government will ask the House of Commons to estab- 
lish a Committee, comprised of members from all parties, to hold hearings through- 
out Canada. This Committee will be asked to report its findings and recommenda- 
tions by December 31, 1983, on the reforms the Government of Canada should 


pursue. 


Discussions and negotiations will be pursued with the provinces so that 
agreement can be reached on the required reforms. These discussions will be fol- 
lowed, if there is general agreement among governments, by legislation of uniform 
requirements for employer-sponsored pension plans. As well, there could be changes 
in the Income Tax Act, in legislation for public sector pension plans, in labour codes, 
in family law, in the Canada and Quebec Pension Plans, and in income-tested pro- 
grams. The process of passing the appropriate legislation by all governments will, in 
itself, take a considerable period of time. 


A major concern of the Government of Canada is that new rules affecting 
employer-sponsored pension plans could require substantial changes in the design 
and administration of most plans. Any expansion of mandatory pension arrange- 
ments, whether in the public or private sector, would also require adjustments in 


a3 


these plans. Such changes would impose a burden on plan sponsors. Therefore, 


reforms will be implemented in a way that gives employer-sponsored pension plans 
sufficient time to adjust. 


Before the effects on either benefits or costs are felt, the process of consultation, 
negotiation, legislation and implementation must be completed. This will take time. 
While the path to reform is of necessity both long and complex, the government 
believes the first concrete step should be taken now. The government invites provin- 
cial governments, business, labour and other interested parties to work together so 
that all Canadians may look to the future with increased confidence that they will 
find security, dignity and fulfillment in retirement. 
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Chapter 8 


Summary And Conclusions 


Over the last half-century, Canadians have achieved substantial progress in 
improving their retirement income system. Employer-sponsored pension plans, tax- 
assisted retirement saving, the Old Age Security pension, Canada and Quebec Pen- 
sion Plans, Guaranteed Income Supplement and provincial old age supplements 
already assure many Canadians a full measure of income security in their retirement 
years. 


Nonetheless, inadequate incomes are too common, particularly among single 
elderly women. Employer-sponsored pension plans are not available to enough 
Canadians, and those who do participate in these plans often receive little pension 
income because poor vesting and a lack of portability hinder pension credit accumu- 
lation. Furthermore, inflation erodes the value of benefits of many employer-spon- 
sored pension plans. Thus, despite the great advances made to date, many ordinary 
Canadians, women in particular, will continue to face a significant decline in their 
standard of living when they retire. 


Recognizing these problems, the Government of Canada has identified three 
principles as the basis for improvements to the retirement income system: 


e Elderly Canadians should be guaranteed a reasonable minimum level of income. 

e The opportunities and arrangements available to Canadians to provide for their 
retirement should be fair. 

e Canadians should be able to avoid serious disruption of their pre-retirement liv- 
ing standards upon retirement. 


The pension system should have flexibility and room for individual initiative. 
However, if individuals are to have a reasonable chance to build sufficient retirement 
income, the pension system should respect the three basic principles. This will 
require concerted action by business, labour and the federal and provincial govern- 
ments. Employer-sponsored pension plans require strengthening. Governments, in 
turn, must ultimately be responsible for assuring programs that provide a minimum 
guaranteed income for all elderly Canadians and adequate mandatory pension plans. 
As well, because the arrangements by which people save for retirement are complex 
and heavily dependent on their treatment by the income tax system, governments 
must ensure that all Canadians are accorded opportunities to provide for their own 
retirement and that benefits fairly reflect their efforts. 


In order to attain these objectives, the Government of Canada intends to ask 
Parliament to establish a Committee to consult with the general public, business, 
labour, women’s groups and other interested parties on the proposals for pension 
reform described in this paper. Following receipt of the Committee’s report, the Gov- 
ernment will enter into negotiations with the provincial governmerts. This will, in 


a 


turn, lead to changes in the pension benefits standards acts, in the Income Tax Act 
and in other laws affecting the retirement income system. 


Employer-sponsored Pension Plans and the Income Tax Act 


To start this process the Government of Canada is asking the public to consider 


the following changes in employer-sponsored pension plans and private saving 
arrangements: 


Ih 


Requiring a minimum degree of inflation protection, so that pension benefits 
would be increased each year by at least a prescribed amount. The excess 
interest approach with adjustments based on the five-year average yield on 
long-term Government of Canada bonds minus 3.5% merits careful consider- 
ation. Benefits earned to date, including those currently in pay, could be 
adjusted by at least the five-year average yield minus 7%. 


Vesting of contributions after two years, with employers paying for at least 
half the benefit and with accrued interest on employee contributions at least 
at the five-year average yield on long-term Government of Canada bonds. 


The introduction of Registered Pension Accounts which would permit 
employer contributions on behalf of employees, while reserving funds for use 
only in retirement. RPAs would enhance portability throughout the entire 
pension system. 


Improved portability of vested pensions by transfers among employer-spon- 
sored plans, transfers to RPAs or election of deferred inflation-protected pen- 
sion benefits by employees who change employers prior to retirement. 


Fairer, more flexible, and more comprehensive tax treatment of retirement 
savings plans to provide: 


e greater uniformity in the treatment of contributions to defined benefit and 
money purchase pension plans, deferred profit-sharing plans, and RPAs; 

e improved flexibility in contributions to account for different career pat- 
terns; 

¢ greater equity among Canadians with respect to access to tax-assisted 
retirement savings. 


A more detailed discussion paper will provide the basis for consultations on 
these tax system changes. 


6. Improved treatment of spouses by: 


© payment of retirement pensions on a joint-survivor basis; benefits to the 
survivor would equal at least 60% of initial benefits; 

¢ allowing the division of pension credits on divorce or separation; 

e allowing access to the full value of accumulated credits for a survivor 
whose spouse dies before retirement; 

e prohibiting termination of survivor benefits upon remarriage. 
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7. Prohibition of discrimination among plan members and compulsory plan 
membership for all employees where a plan exists. 


8. Improved accountability through full annual disclosure to employees and their 
spouses of the status of pension funds and individual contributions and 
accrued benefits. 


9. Greater fairness in money purchase plans by prohibiting differentiation in 
benefit calculations solely on the basis of sex. 


10. Improved protection in case of plan termination. 


Improving Guaranteed Minimum Incomes 


Changes are also required in retirement income provided by governments. An 
initiative in this area would be an increase in benefits for those single elderly living 
with insufficient income as soon as resources permit. Such increases are considered 
by the government to be one of the priorities in pension reform. 


The Canada and Quebec Pension Plans 


Beyond this, the Government of Canada believes that consideration should be 
given to making improvements in the Canada Pension Plan and encourages the Gov- 
ernment of Quebec to make similar improvements to the Quebec Pension Plan, wher- 
ever it has not already done so. Proposals which have already received some attention 
include: 


1. An increase in benefits and contributions by virtue of an increase in maximum 
pensionable earnings to the level of the average industrial wage, phased in 
over three years. 


2. Ratification of the provision which would prevent women who drop out of the 
labour force to raise children under age seven from losing CPP benefits when 
they retire. The Government of Ontario so far has blocked implementation of 
this provision. 


Other proposals which are being put forward for consideration and debate 
include: 


1. No termination of survivor benefits upon remarriage. 


2. Extension of current credit-splitting arrangements to reflect the fact that both 
spouses contribute to and jointly own benefits, by: 


e making disability benefits payable to either spouse upon disability; 

¢ providing immediate death benefits on behalf of either spouse; 

° providing a split of potential benefits in case of three years of separation; 
¢ providing separate pension benefits when the younger spouse reaches 65. 
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3. Anenhanced package of post-retirement survivor benefits including: 


e a lifetime pension for those over age 65 of 60% of benefits earned at the 
time of a spouse’s death (after credit-splitting); 

e removal of the current limit on combined retirement and survivor pen- 
sions. 


4. As well, consideration should be given to replacing survivor benefits for those 
under age 65 with a two-part structure incorporating both a bridging benefit 
and a lifetime continuing benefit. 


Improvements in disability benefits in the Canada Pension Plan — to increase 
the flat rate benefit to the level of OAS and to increase the maximum earnings- 
related benefit to the level of maximum retirement earnings — are already being dis- 
cussed with the provinces. 


In order to finance current CPP benefits, contribution rates will have to rise to 
8-10% of covered earnings over the next 50 years. The current CPP fund, with con- 
tributions at today’s levels, would be adequate for some 20 years but, to avoid abrupt 
changes at that time, earlier but more gradual increases may be considered desirable. 
As well, it may be desirable to finance the improvements proposed above out of spe- 
cial increases in contribution rates. The relationship between the future CPP contri- 
bution rate, benefit improvements and the possibility of expansion of mandatory pen- 
sions means that CPP contribution rate changes should be considered in a co- 
ordinated way with other aspects of pension reform. 


It should be noted that changes to the Canada Pension Plan can only be made 
upon approval by the federal government and two-thirds of the provinces having at 
least two-thirds of Canada’s population. 


Expansion of Mandatory Pension Arrangements 


The reforms described above address many of the current problems in our 
retirement income system, but alone they may not be adequate to enable all Canadi- 
ans to avoid serious declines in their living standards upon retirement. Canadians not 
covered by employer-sponsored plans would benefit only from changes to public 
plans and to the income-tax provisions dealing with personal retirement savings. 
Even among members of employer-sponsored plans, adequate retirement income 
might not be assured unless some minimum level of benefits were stipulated by law. 
A major unanswered question is whether a higher level of income protection should 
be guaranteed to Canadians. If so, how large should mandatory pension arrange- 
ments be? Should employers be required to offer a minimum level of pension? 
Would larger public sector plans be preferable? Or should there be some combina- 
tion of the two? If large pools of capital accumulate, how should these be invested? 
Should we aim to increase benefits in the very near future or should we adopt meas- 
ures which take longer to phase in? 
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The Government of Canada believes that whether or not an expansion of man- 
datory pension plans is needed, an appropriate balance between mandatory programs 
and voluntary arrangements must be maintained. Any increase should still leave con- 
siderable room for employer-sponsored pension plans and private savings — sources 
which should continue to play an essential role in the provision of retirement income. 


Conclusion 


The proposed improvements in the retirement income system would entail sub- 
stantial cost increases. In aggregate, the specific changes suggested could cost up to 
1.7% of economy-wide labour income in the long run; expansion of mandatory pen- 
sion arrangements would result in additional costs. 


This is not inexpensive, particularly in current economic circumstances. How- 
ever, time will be required to put changes in place so reform should not detract from 
the economic recovery program launched in the June 1982 budget. Indeed, if it 
proves necessary, pension reform initiatives could be phased-in. 


It is proposed that a Parliamentary Committee undertake wide public consulta- 
tions on the issues surrounding pension reform and report its findings and recommen- 
dations to Parliament by the end of 1983. 


The reform of the retirement income system concerns all Canadians. It will sig- 
nificantly shape the nature of Canadian society for years to come. For these reasons, 
the Government of Canada hopes that everyone will carefully consider its proposals 
for better pensions for Canadians. 


59 


(€°g aul] — D aul|) Wiojay Jarpy 1s09 
01 pasedwod uoljejjuy 04187 ING WIOJaY ON ‘p 


(L°@ aul] — D aul) 
UO!}e|JU] O4BZ ING WAOJay ON “E 


(Z'g aul| — €'g aull) sjuawisnl[py 
JOH PY aAlleluasaiday Bulwnssy ‘WioJay “Zz 


(L°@ aul] — €'g Aull) 
s}UuaWIsN[pYy DOH Py ON Bulwnssy ‘Wwojay “1 


3SOD uny Buo7 ui! eseasdu| 


guoneljul yo ay O18Z 
Huiuinssy 3Nq SWuOJay JNO SOD UNY BuO “9 


SWIOJAY Jaljy 1sOD ‘ES 


, S}uausnipy uolleljuy 
IOH PY aAllelUasaiday ‘1sOg UaIIND ‘Z 


s}uawisnipy 
UOIJE|JU] DOW PY ON ‘3809 JUuauing ‘| 


giS09 uny 6uo7 


5828 UO!ING!I4IIUOD saAojdwyA abeiany 


sJeY UO!INGIAUOD seAOjdwy jeulwopyy 


v 


dey iWjauag uP jedIdAL 


(Siaquiaw ued [je JO JUadJad e se) siaquayy 


(spuesnoy}) siaquay| 


- NAO + 6 Oo 


sue|q 4O JaquINN 
ceseG punosby9eg 


abeiany 
saaseg 


ese yond 
Aauoy| 


4 


A\ing abesany sag jo jeul4y 


A\{N4 10ON 7e\|4 


SUP|q 10199S a}eAl 


sue|q 10199 IGN 


LSNW1d NOISN3d GAYOSNOdS-YAAOT1dWS AAILVLNASIYHdSy 
40 SLSOD NNY ONOT NO 318V1L AYVININNS 


xipueddy 


60 


Notes to Summary Cost Table 


(1) Not included are 391 composite, level percent of earnings, and other types of plans 
covering 56,000 employees (1.2% of all plan members). 


(2 


— 


Includes 283 public sector money purchase pension plans covering 19,800 
employees in the group of not fully indexed public sector plans. Most money 
purchase plans involve employer contributions that match employee contributions. 


(3) From Statistics Canada, unpublished tabulations of microdata file on pension plans 
in 1980. 


(4) As a percent of pay, ignoring integration with the CPP/QPP. 
(5) As a percent of pay, after adjusting for CPP/QPP integration. 
(6) Combined employer and employee costs (line A.6) as a percent of covered payroll. 


(7) It is further assumed that the ad hoc adjustments are fully pre-funded, or 
equivalently have been made regularly for a number of years on a permanent basis. 


(8) It is also assumed that interest on employee contributions is lowered from 4% to 
2.5%. 


Cost data are derived from the pension plan simulation model described in Annex IV of 
The Retirement Income System in Canada: Problems and Alternative Policies for Reform, 
by the Federal Task Force on Retirement Income Policy, Ottawa, 1979. The proposed 
compulsory participation at age 25 has not been included; it would increase covered 
payroll considerably and lower average costs as a percentage of covered payroll slightly, 
thus giving increased total dollar costs. The ultimate ‘‘guide rate’ assumption for 
indexing purposes is one percentage point below the return assumed on the pension 
fund. Other assumptions include a one and one-half percentage point difference between 
the rates of return on the fund and average wage growth. 
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Annexe 


REGIMES DE RETRAITE DE L’EMPLOYEUR 
SOMMAIRE DES COUTS A LA LONGUE 
DES REGIMES REPRESENTATIFS' 


Secteur privé 


Gane Derniére ou 
facoustituton meilleure moyenne 


de carriére Contributif 


Secteur public 


Pleinement 
indexé 


Cotisation 
fixée 
d’avance2 


Non pleine- 
ment indexé 


Prestations 
forfaitaires 


Non contrib. 


Données générales° 


1. Nombre de régimes 29 

2. Membres (en milliers) 941,0 

3. Membres (en tant que pourcentage du nom- 2070 
bre de membres de tous les régimes) 

4. Taux de la prestation unitaire type 2,00% 

5. Taux de la cotisation salariale nominale* v5 
Taux de la cotisation salariale moyenne> 6,4 

Coats a la longue® 

1. Cotits actuels, pas de rajustement ponctuel eS 
pour |’inflation 

2. Codts actuels, rajustement ponctuel en 11,5 
fonction de |’inflation” 

3. Cotits aprés la réforme Veal 

Coits a la longue sans réforme mais a supposer 13,2 

un taux d’inflation zéro8 

D. Augmentation des coits a la longue 

1. Réforme, a supposer qu’il n‘y a pas de rajus- WZ 
tement ponctuel (ligne B.3 — ligne B.1) 

2. Réforme, a supposer des rajustements 2 


ponctuels représentatifs (ligne B. 3 — ligne 
B.2) 


Pas de réforme mais taux d’inflation zéro 
(ligne C — ligne B.1) 


t 


4. Pas de réforme mais taux d’inflation zéro 
comparé aux coUts aprés la réforme (ligne 
C — ligne B.3) 
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GRAPHIQUE III 
Participation aux régimes de retraite, 1979, par secteur, sexe, 
et revenu d’emploi — groupe de 25 a 64 ans 
(millions de personnes) 


Revenu Salariés du secteur privé Salariés du secteur public Travailleurs 
d’emploi Pourcentage de Pourcentage de Pourcentage de 'ndépendants 
(000 $) participation participation participation 
O— 7,5 ipa 34,1 Hommes 12,1 
7,5 — 15,0 43,5 79,8 27,8 
15,0 — 22,5 55,9 95,6 41,7 
plus de 22,5 70,2 98,2 70,5 
ensemble 55,5 90,1 30,8 
0,5 1,0 1,5 2,0 0,5 1,0 1,5 
D2 7,5 20,5 Femmes 32,6 Femmes 14,0 Femmes 
7,5 — 15,0 34 foe 80,6 35,4 
15,0 — 22,5 62,3 95,9 
plus de 22,5 71,0 98,9 
ensemble 33,3 76,0 21,3 
0,5 Ve) 1,5 2,0 0,5 1,0 1,5 0,5 
[=] Tous les cotisants au RPC/RRQ {==} Membres des régimes de retraite! 


Notes: 1. Les cotisants au RPC/RRQ qui participaient aussi a un régime de retraite de |’employeur ou a un REER. 


2. Le salaire industriel moyen en 1979 était de 15 000 $. Les limites des tranches de revenu d’emploi de 7 500 $, 15 000 $, et 22 500 $ correspondent 
donc a 0,5, 1,0 et 1,5 fois le salaire moyen respectivement. 
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